


SECRET 


U.S. - JAPAN ECONOMIC SUBCABINET CONSULTATIONS 


MARCH 4-5, 1987 , yy" 


y 
ANNOTATED AGENDA CF 
eee . . e ee ee 8¢© 08080 : — . le ae 
SCOPE PAGER ¢ - ores oe, 8. 8 fe see A 
: eee ee eee e ee 
U.S. DELSEATEON e eee eee 08 e @ e@ e008 ee 


JAPANESE DELEGATION 
TALKING POINTS PAPERS 


International Economic Outlook 

Global Energy Outlook 

Dsoe J eren Energy Cooperation 

Japan| s Economic Policies, Situation and Gutlook 
0.8. Economic Policies, Situation and Outlook 
Uruguay Trade Round (including rice) 

Phillipines 

LDC Debt 

Economic Assistance to Dever enes Countries 

Tied Aid Credits § 

Bilateral Trade Issues (including semiconductors and 
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Wednesday, March 4 
9:30 AM - 12:30 PM -- First session 


Agenda Item I - Opening Remarks/Introduction of Delegations 
9:30-9:40) 


As host, Kitamura will speak first, making welcoming 
remarks and an opening statement. You will respond with 
your opening statement (Tab 1 in briefing book). At the 
conclusion of your remarks, you should introduce the other 
members of the US delegation. 


Agenda Item II - International Economic Outlook 
(9:40-10:20) (including Global Energy Situation) 


You should call upon Treasury Deputy Assistant Secretary 
Cornell to discuss the International Economic Outlcok. You 
Should then ask CEA member Mussa and others on the US 
delegation to comment. The Japanese side will then 
respond. (20 minutes). 


The Japanese will begin the discussion on the Global Energy 
Situation. DOE Deputy Assistant Secretary Randolph will 
respond for the US. Dan Serwer (Director, EB Office of 
Energy Consumer-Country Affairs) will also comment briefly 
about US-Japan energy cooperation. You should then ask 
Commerce Assistant Secretary Laun, and others on the US 
Side to comment. The Japanese side mav wish to respond. 
(20 minutes) 





Agenda Item III - Domestic Economic Situation and Outlook 
(10:20-11:00) 


has Japanese Economy 


The Japanese side will lead. You should ask Cornell 
and Mussa to comment. This will be an opportunity to 
discuss Japan's domestic demand expansion and overall 
growth prospects. (20 minutes). 


== US Economy 


You should ask Mussa to make the US presentation. 
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Agenda Item IV - Multilateral Issues 
(11:00 AM - 12:30 PM) 
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The eJapanes® side ele Lea, ch “nd $thesss eh the US 
sid&*may *Wist? td *fespond briefly. (15 minutes) 


New Trade Round 


You should ask Deputy USTR Smith to make the 
presentation. Following his comments, you should call 
on Laun, USDA Deputy Undersecretary Goldberg, Deputy 
Assistant Secretary Johnson and others on the US side 
for additional comments. The Japanese side will then 
present their views. (30 minutes) 


Developing Country Economic Prospects 
-— LDC Debt 


The Japanese side has the lead. Afterwards you 
should call on Cornell to make the US response. 
(15 minutes) 


-- Foreign Aid 


The Japanese side will lead. You and Cornell may 
wish to make some brief responding comments. (15 
minutes ) 


At an appropriate point during the debt/foreign aid 
discussion you should ask Deputy Assistant Piegz to 
discuss the Philippine economic situation and what the 
US and Japan might do to assist. Others on the US 
side may also wish to comment. The Japanese have 
requested that this not be a specific agenda item but 
understand that we intend to raise the topic. 


OECD Mixed Credit Negotiations 


You should ask Cornell to make the presentation. 
Others on the US side may have further comments. You 
should then ask the Japanese for their views. (15 
minutes) 
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(9:30 AM - 10930 °AMY) ° 


You should open with a brief progress report on the MOSS 
talks (Talking points at Tab 1). You should then ask 
Smith, Laun, Goldberg and Cornell to discuss briefly the 
status of the MOSS groups for which their agency is the 
lead. This will be an opportunity to report on progress 
(or lack of same) on such issues aS supercomputers, auto 
parts and cellular telephones. At the appropriate points 
you should ask the Japanese side for their views. 





Agenda Item V -- US-Japan Economic Relations 
(10:30 AM - 12:15 PM) 


You should ask Smith to discuss recent developments in 
bilateral trade issues (e.g., semiconductors, lawyers, 
fisheries). Afterwards you should call upon Laun, 
Goldberg, Johnson and others to comment. The Japanese side 
will then present their views. They are likely to express 
concern about Congressional Trade Bills. You should ask 
Smith to respond. Others on the US side may also want to 
comment. (60 minutes) ; 


You should ask Laun to discuss US views regarding the 
Kansai Airport Project. Smith and Johnson will comment on 
GOJ economic adjustment programs. Others on the US side 
may wish to comment on these questions or raise other 
issues. The Japanese will wish to respond to US comments 
and may wish to raise other issues. (45 minutes) 





Agenda Item VI - Concluding Remarks 
(12:15 PM - 12:30 PM) 


As head of the host delegation, Kitamura will make 
concluding remarks first. You should then respond on 
behalf of the US delegation. 
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WHERE DOES THE U.S.-JAPAN ECONOMIC RELATIONSHIP STAND? 
nn ENO DANY SE 


0 


In 1986 Japan recorded a global current account 
surplus of $86 billion, a global trade surplus of 
$92.7 billion and a trade surplus with the U.S. of $55 
billion. 


The yen's appreciation has affected trade volume and 
GNP growth in Japan, but adjustment has been slower 

than expected. Export volume was down 1.2 percent in a 
1986, while import volume was up 12.5 percent. In yen, 
rerms exports were down 16 percent and imports were 
down 31 percent 


M Lie 


But. reflecting the yen's appreciation, Japan's global 
exports in dollars were up 19.1 percent in 1986. At 
the same time global imports in dollars were down 2.3 
percent owing to declines in world oil and commodity 
prices. 


RES 
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The GOJ is following closely deliberations in the 
Congress and in the Administration on trade 
legislation, and is sensitive to provisions like the 
adversarial trade section in the Bentsen Bill, which 
names Japan, and to proposals to amend Section 301 
Criteria to include reciprocity. 


The GOJ policies towards structural economic change 
focus on the yen's appreciation and its effect on 
domestic profits and investment patterns. 
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The GOJ has been slow to initiate economic reforms 
along the lines of the Maekawa Report. 
recommendations. No overall plan or timetable has 
been established. 
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The yen's appreciation is causing Japanese 
manufacturers to source components from abroad and to 
increase investments in overseas factories, especially 
in Asia and the United States. 


The yen's appreciation has reduced GNP growth in 
Japan, especially in the export sector, and 
Unempbopment ies texpect SP th 4 iS The bE opd$ed UFY 
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budget later this spring to stimulate growth. 
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Since the last subcabinet meeting on October 30 and 
31, 1986, the GOJ has taken some steps which have 
helped to resolve some bilateral trade issues. [In 
response to a U.S. request, Japan agreed to restrain 
the exports of certain machine tools to the U.S. It 
has resolved the lawyers issue. Japan has included in 
its tax bill helpful changes of taxes on wine and 
spirits. We hope over time to obtain additional 
improvements in the taxes treatment of our distilled 
spirits and in the tariff treatment of our wine. 


Other issues remain unresolved. In December and in 
January, senior U.S. officials held consultations with 
the GOJ on a number of issues, including Kansai, 
supercomputers and semiconductors. 


The GOJ has indicated that it can do little to 
increase purchases of U.S. made supercomputers by 
government entities, arguing that discounting by 
Japanese supercomputer manufacturers prevents U.S. 
companies from making sales. 


We remain concerned about continued Japanese dumping 
of semiconductors in third markets. Contrary to our 
expectations, the U.S. share of Japan's semiconductor 
Market has not risen. (The Administration is 
contemplating a retaliation action against Japan as a 
means of encouraging more forthright implementation of 
the Agreement.) 


During Under Secretary Smart's visit to Tokyo in late 
January, the Kansai International Airport Company 
indicated it would facilitate contacts between U.S. 
companies and the prime contractors for the first part 
cf the Kansai project. It also stated that U.S. 
companies would have the opportunity to bid on later 
parts of the project under fair bidding procedures. 
The actual amount of U.S. contracts signed so far is 
small. 


Negotiations on Japan's quotas on pollock and herring 

continue. Japan has agreed to a GATT panel on the 
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WHAT DO WE WANT? 
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Japan is not an agricultural exporter, it should be 
exempted from taking domestic adjustment measures in 
agriculture. By mid-1987 Ambassador Yeutter is 
committed to reexamining a Section 301 petition on 
Japan's rice policies depending on how forthcoming 
Japan is in tabling rice in the trade round. 


We remain concerned about the Structural Adjustment 
Law and its effect on U.S.-Japan trade. 


There have been no developments under the 1983 Reagan 
joint policy statement on energy since the energy 
working group meeting last October. 


t 


To press for visible efforts by Japan to promote 
structural change, a greater emphasis on domestic-led 
growth, and avoidance of trade distorting interference 
with the economic effects of yen appreciation. 


To urge the elimination of remaining impediments to 
imports in Japan and the resolution of outstanding 
trade issues. 


Redoubled action on Prime Minister Nakasone's April 
1°86 statement that Japan must take actions leading to 
a significant increase in imports, particularly of 
manufactured products. 


To end semiconductor dumping in third countries 
immediately and tc have a measurable increase in sales 
by foreign semiconductor firms in the Japanese market 
by mid-March to April l. 


Assistance by the GOJ and the Kansai International 
Airport Corporation to enable U.S. firms to compete to 
sell goods and services to the prime contractors for 
the first part of the Kansai project. Implementation 
of the GOJ's commitment that foreign companies will 
have an equal chance to bid and win prime and other 
contracts on later parts of the project through open 
procedures. 
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Better access to the Japanese market for U.S. 
agricultural exports. This includes a commitment by 
the GOJ to put rice on the table in the Uruguay Round, 
to eliminate beef and citrus quotas on April 1, 1988, 
and to not delay the GATT panel on the 12 agricultural 
products. 


Continued Japanese efforts to increase imports from 
and investment in the Philippines. 


Japan's acceptance of the ad referendum proposal on 
tied aid credits by the March 15 deadline. 


Rapid progress toward the successful completion of the 
auto parts MOSS. 


WHAT DOES JAPAN WANT? 


WHAT 


Oo 


O 


U.S. recognition of the economic strains of yen 
appreciation to Japan and greater acknowledgement of 
Japan's efforts to resolve trade issues. 


U.S. recognition of the political sensitivity of some 
U.S.-Japan economic issues, especially agricultural 
issues (rice, GATT-12, beef, citrus), and a U.S. 
commitment to manage them carefully. 


Continued close cooperation with the U.S. on 
international economic matters, especially the new 
GATT round. 


CAN BE ACHIEVED AT THIS MEETING? 


Japanese awareness of the need for visible action on 
its part to resolve outstanding issues to deter 
Congressional efforts to enact a protectionist trade 
bill this year. 


Set the stage for a productive visit by Prime Minister 
Nakasone this Spring. 


A greater GOJ commitment to work to reduce its trade 
and current account surpluses through structural 
reform and greater emphasis on domestic led growth. 
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Drafter: 


Clear: 
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A renewed willingness by the GOJ to urge its companies 
to invest in the development of competitive U.S. 
energy resources and to buy more competitive U.S. coal 
and natural gas. 


Prod Japan to agree to the tied aid credit package in 
the OECD 


Continued Japanese efforts to increase trade and 
investment in the Philippines. 


FAP/J - R. Reis 

EAP/J - T. Hubbard 

EAP - W. Piez 

EAP - W. Clark 

EB/DCT - B. Samuel 

E- J. Croddy 

USTR - G. Fukushima 
Commerce - J. Derderian 
Treasury - D. Woodworth 
Agriculture - D. Berman 
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GLOBAL ENERGY SITUATION 


ISSUE 


To exchange views with the Japanese on the global energy 


Situation. 


TALKING POINTS 


The short-term oil price outlook is very uncertain and 
depends to a great extent on how OPEC responds to the 
challenges facing its production restraint and fixed-price 
accord. 


More fundamental factors also affect the market outlook, 
including the moderate anticipated consumption increases, 
the seasonal slump in demand that occurs every Spring, and 
the large volume of oil inventories that now overhang the 
market. 


This price uncertainty is typical of most basic commodities 
and is the natural consequence: of the decline in OPEC's 
domination of international oil markets. The erosion of 
OPEC's power to control oil prices is a welcome event and 
the decline in oil prices over the past 15 months offers 
important economic benefits for Japan, the U.S. and other 
major oil importers. 


The best way to realize these economic benefits is to allow 
full pass through of lower oil prices to consumers. 


The latest figures we have seen (January 1987) suggest that 
the pass-through of lower oil prices and of the yen 
appreciation to energy consumers in Japan is still lagging, 
except for industrial fuel oil. Full pass-through of lower 
O1l prices would help stimulate greater economic growth in 
Japan ana contribute to the much-needed improvement in our 
bilateral trade accounts. 


In the energy sector, lower oil prices present both 
challenges and opportunities. Cheaper oil has increased 
the competitive pressures on alternative forms of energy 
like coal, nuclear, and natural gas, The challenge is for 
governments to adopt policies that permit these fuels to 
compete effectively. 


In the U.S. we are seeking to streamline our nuclear 
regulatory regime in order to reduce the costs of licensing 
procedures while continuing to ensure a maximum degree of 
Safety. Complete aeregulation of natural gas is aimed at 
increasing the competitiveness of natural gas. our coal 
inaustry has long been highly competitive and has realized 
major prodguctivity gains over the past decades. 
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In Japan, lower oil prices and the declining price of coal 
on world markets puts increased pressure on the domestic 
coal industry. A complete opening of the domestic market 
to cheaper imported coal would accelerate the move away 
from oil and enhance economic efficiency as well. as energy 
security. 


Lower oil prices also offer Japan an opportunity to press 
ahead further in opening up its internal market to imported 
oil products. We would like to see the remaining sources 
of distortion removed. 


For our part, lower prices put pressure on the large U.S. 
oil industry. 


The Administration is reviewing ways to make progress in 
opening up new areas for oil exploration and reduce 
limitations on oil exports. 


In all fairness, however, the task will not be an easy 

one. There are a number of active special interest groups 
with substantial political influence that will oppose these 
efforts. 


Our task in Washington will be easier if we can point to 
efforts underway by other trading partners like Japan to 
remove barriers to energy trade. Your recent efforts to 
open your oil products market and scale back subsidized 

coal production are welcome steps in the right direction. 


Continued progress will be important both for Japanese 
consumers in the short run, and our mutual economic 
prosperity and collective energy security in the long run. 


BACKGROUND 


The short-term oil price outlook depends on the behavior of 
oil producers, particularly OPEC, and the response of world 
energy markets to low oil prices. 


OPEC effected a significant increase in oil prices in 
January, following its December agreement to cut production 
to 15.8 MMBD and institute a fixed-price regime based on an 
¢18/bbl reference price. 


OPEC's January crude oil production appears to have been 
0.7 MMBD or more above its 15.8 MMBD ceiling and prices in 
mid-January averaged around $18/bbl. 


~ 
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Prices have retreated substantially since mid-January, 
however, due to renewed skepticism about OPEC's ability to 
adhere to its production restraint and fixed-price 
agreement. OPEC members are finding it increasingly 
difficult to sell oil at official prices and output may 
decline as a result. Spot prices are running as much as 
$2-3/bbl below official prices. Spot West Texas 
Intermediate was $16.40 on February 25, down about $2 from 
mid-January levels. 


Pressure on OPEC is compounded by the spring drop in 
demand, only moderate anticipated increases in consumption, 
and abundant inventories held by oil companies. If holders 
of oll stocks lose confidence in OPEC's production 
restraint efforts, they could release stocks onto the 
market and contribute to a downward price spiral. 


Japan has skewed the benefits of lower oil prices in ravor 
of heavy industry, as shown by IEA data. 


The IEA Oil Market report for January, shows that the 
retail price of gasoline in Japan excluding taxes and 
exchange rate charges has dropped by only 10% over the past 
12 months, compared with a 36% drop in the U.S. 


Similarly, home heating fuel (excluding taxes and Yen 
appreciation) dropped by 12% versus 32% in the U.S. 


In contrast, the pass-through of lower oil prices for 
industrial fuel (HFO) had been greatest in Japan, where HFO 
prices declined by 48% over the past 12 months, compared 
with only 32% in the U.S. Clearly, Japan has succeeded in 
passing through the oil price decline in a way that favors 
the competitiveness of heavy industry but at the expense of 
the Japanese consumer, who has only limited access to the 
global oil product market. 


Issue 
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U.S.-Japan Energy Cooperation 
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Will the Japanese agree to take concrete steps soon to 
implement the Reagan/Nakasone Joint Policy Statement by 
expanding bilateral energy trade, especially in coal and 
natural gas? 


Talking points 


The United States has long been a reliable supplier of 
coal, LNG, anda uranium enrichment services to Japan. We 
have a number of existing and potential energy projects 
where Japanese participation would be welcomed. 


Energy trade offers opportunities for Japan to enhance 
its security and make truly positive contributions to 
the overall trading relationship. We want Japan to rely 
on competitive American sources of energy in the years 
to come. 


Despite some positive steps, the overall results since 
the 1983 Joint Statement on Energy Cooperation are still 
disappointing. We would like to see concrete steps 
toward implementation such as: 


- Reversal of the downward trend of U.S. 
metallurgical coal exports to Japan; 


- Concrete plans to burn subbituminous coal in Japan, 
particularly in view of the prefeasibility study of 
the Alaskan "Chuitna" coal project and the 
availability of that and other U.S. sources of 
competitively priced steam coal; 


- Accelerated action on the Maekawa Report's 
recommendations on coal, which urge drastic 
reductions in domestic coal production and 
increased coal imports; 


= Agreement on follow-up steps to the North Slope 
natural gas study, and conmitments to import 
natural gas from non-OECD sources avoided until the 
Alaskan project is fully evaluated; 
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- Greater efforts to allow market forces to determine 
Oil product trade, reduce excess domestic refinery 
Capacity, and set prices for oil products. 


- Commitment to further strategic oil stockbuild 
after 1989. 


-- The Congress and U.S. industry, who are watching energy 
trade developments with increasing concern, will be 
looking carefully for signs of action in these areas. 


-- We look forward to discussing specific steps at the 
Energy Working Group. 


Background 


President Reagan, in his meeting with Prime Minister | 
Nakasone on January 2, 1985, personally stressed the need: to 
accelerate implementation of the Joint Policy Statement on 
Energy Cooperation of November, 1983. Despite numerous 
meetings on energy trade by the Energy Working Group and the 
energy experts, the overall results are disappointing, although 
there have been some positive signs. One of these is the 
implementation of the Provisional Measures Bill on the 
Importation of Specified Petroleum Products which provides 
limited access of foreign oil products, especially gasoline, to 
the Japanese market. Another is the Eighth Coal Policy Plan 
announced in November which slowly reduces, but does not 
eliminate, the level of subsidized Japanese domestic coal 
production. Japan has also accelerated build up of its 
government-owned oil stockpile, although it has refused to 
commit to increasing stocks beyond the established 1989 target. 


On the other hand, Japan barely maintained the level of its 
metallurgical coal imports trom the U.S. at 10 MMT in JPY1986 
and prospects are poor for 1987. Imports of U.S. steam coal 
are stagnant despite the upward trend of Japan's total steam 
coal imports. There is no indication of Japanese commitment to 
following up on either the Chuitna coal project in Alaska or 
the Alaska North Slope natural gas project despite the positive 
Findings of the respective prefeasibility studies. Distortions 
still remain in the Japanese oil products market. we should 
use this meeting to encourage further concrete Japanese efforts 
On energy trade, 
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Issues 


Japanese Economy: 


Policies, Situation and Outlook 


Increased domestic demand growth in Japan is necessary for 
adequate reduction of Japan's current account surplus, 
contributing to a more sustainable external position for the U.S. 


and the 


debt-burdened LDCs. Under present policies, the outlook 


is for little or no change in Japanese domestic demand growth, in 
the year ahead and over the medium term. 


Talking Points 


Japan’s domestic economic performance in FY 1986 is 
remarkable for a couple of reasons: the highest real 
housing investment growth since before the first oil shock 
and a temporary suspension of the contractionary fiscal 
stance. 


Real residential investment in the third quarter of 1986 
(the latest period for which data are available) is up 
more than 14 percent from the year-earlier period. 


Lower interest rates, income growth, and recent measures 
taken under the Fiscal Investment and Loan Program account 
for part of this strength, I am sure. 


But the recent strength in housing represents considerable 
pent-up demand after more than a decade of generally very 
weak performance. In absolute terms, projected real 
housing investment in 1986 will, in spite of the rapid 
growth during the year, be below the previous peak 
attained in 1973. 


However, I note that the official outlook calls for real 
growth in housing in excess of 7 percent next year. I 
wonder what factors you expect to account for this 
continued relatively strong performance in the coming 
year. 


The 1986 contribution to domestic demand from the public 
sector is reflected in the IMF staff judgment (February 6 
Article IV documentation) that "fiscal policy will be 
about neutral in JFY 1986." This was due in large measure 
to the September 1986 economic stimulus package and a 
considerable shortfall in tax revenues in the present 
fiscal year. 


I would like to turn briefly to our perception of 
prospects for the Japanese economy in 1987. 


a 


I would note, first of all, that the latest estimate done 
by the IMF staff is moderately less optimistic than the 
official GOJ FY 1987 economic outlook approved by the 
Cabinet January 26. 


The GOJ outlook calls for real GNP growth in FY 1987 of 
3.5 percent, with domestic demand growth of 4.1 percent. 
The Fund staff sees Japanese FY 1987 GNP growth somewhat 
slower, 2.8 percent, with the difference about equally 
divided between slower domestic demand growth and a larger 
negative impact from the contracting net external surplus. 


Wiews on external balances are similar, with the implied 
official GOJ current account surplus for FY 1987 of $77 
billion and the Fund staff estimate at $79 billion. 


Our own analysis of the Japanese economy suggests a view 
which is closer to that of the Fund staff. Nevertheless, 
within the margin of error for such estimates, there is a 
certain amount of’ consensus on the economic outlook for 
Japan in the coming few quarters. 


Another area where your official outlook is somewhat more 
optimistic than that of the Fund is private plant and 
equipment investment. 


We are aware of anticpated investment by electric power 
companies and of expected stronger investment on the part 
of service industries due to lower interest rates, but we 
would be interested in hearing your views on the extent to 
which increased investment from these sources can be 
expected to offset slower investment from the 
manufacturing sector. 


I note that the estimate in the official GOJ outlook is 
one of a deceleration in growth in real government 
spending for goods and services to 1.1 percent in FY 1987 
from 5.5 percent in FY 1986. 


This trend is generally consistent with the Fund staff 
view. 


For FY 1987, the staff estimates that public finances 
(broadly defined) would withdraw stimulus from the economy 
equivalent to three fourths of 1 percent of GNP. 


That is, a return, after a brief pause in FY 1986, to the 
fiscal stance in place since 1979. 


Over the medium term, as we consider the factors which 
will contribute to a reduction in Japan’s current account 
surplus from the $77 billion expected in FY 1987, to what 
domestic sources can we look to offset expected slower 
growth in housing and the government sector? 


Considerable uncertainty surrounds the outlook for plant 
and equipment investment, particularly that in 
manufacturing. Profits are down, as are capacity rates, 
and we understand more manufacturing investment will be 
going offshore. | 


I wonder how much investment by tertiary industries can be 
generated with real economic growth at the three percent 
level (or lower, if the Fund’s projections are closer to 
the mark). 


I note that you expect personal consumption growth to slow 
in 1987, to 3.4 percent from 3.7 percent in 1986. Wage 
growth will be hampered by difficulties in export-oriented 
sectors. Moreover, there may be greater precautionary 
savings if labor market conditions continue to 
deteriorate. 


The lack of a complete pass-through of terms of trade 
gains, which we have discussed on numerous occasions in 
the past, would seem to be a very important factor 
inhibiting personal consumption growth and the normal 
Operation of the adjustment mechanism. 


It would be useful to have an update on efforts to ensure 
that the benefits from currency appreciation and commodity 
price declines are passed through to the Japanese 
consumer. 


In conclusion, I would say that this review of the 
anticipated domestic sources for Japanese economic growth 
leads me to the rather pessimistic view that future 
reductions in Japan’s current account surpluses will be, 
as is the reduction expected in 1987, woefully inadequate 
for needed international adjustment or for broad-based 
support to turn back protectionist pressures. 


Merchandise exports, at $205 billion in 1986, exceeded 
merchandise imports by almost $100 billion (imports were 
$113 billion). When exports exceed imports by such an 
extent, the benefits in terms of international adjustment 
from changes at the margin in domestic demand are, not 
Surprisingly, minimal. , 


What is called for are more thorough-going and more 
sweeping changes in the operation of the domestic economy 
which will boost growth enough to have a discernable 
effect on the external balance. 


Implementation of the Maekawa Commission recommendations, 
quickly and completely, is the kind of comprehensive 
approach necessary. 


= 


~- In the Paris statement of February 22 Japan pledged to 
follow monetary and fiscal policies which will help to 
expand domestic demand and thereby contribute to reducing 
the external surplus. A comprehensive economic program, 
to be prepared after approval of the 1987 budget by the 
Diet, will be aimed at stimulating domestic demand. 


~- We would welcome any indications that the uncertainties 
about the prospects for needed domestic demand growth will 
be diminished, as a result of such measures. 


. we 
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U.S. Economic Policies: Situation and Outlook 





Dr. Mussa is preparing his own remarks on this topic. The 
discussion of the U.S. outlook will not differ from that 


contained in this year's Economic Report of the President. The 


relevant pages are attached. 
The key points to be made in his presentation are that: 


o The U.S. GNP growth is expected to accelerate somewhat this 
year to a moderate rate of 3.2 percent (Q4/Q4). 


o The nature of this growth, however, will change markedly. 


-~Last year was marked by continued strong growth of final 
domestic demand and worsening real net exports. 


--This year, growth of final domestic demand is expected to 
Slow to about 2 percent. | 


-Consumption will likely grow more slowly than disposable 
income as consumers restore saving rates from current low 
levels. | 


-Business fixed investment will strenghen somewhat, 
reflecting lower interest rates and rising corporate 
profits. Although tax reform eliminates the investment tax 
credit, most of the effect of this change on invesment was 
likely felt in 1986. Investment in the oil and gas sector 
should recover from extremely low levels. 


-Residential investment will likely be flat, as tax reform 
reduces the desirability of constructing additional 
multi-family housing. 


-Pressures to comply with Gramm-Rudman-Hollings should help 
to hold real general (Federal, State, and local) government 
expenditures flat. 


-~-Inventory-sales ratios are presently very low. 
Stockbuilding should contribute almost 1/2 percentage point 
to GNP growth. 


--Improving net exports should contribute almost 0.7 percent 
to GNP growth. 


o Real GNP grew 1.3 percent (seasonally adjusted annual rate) 


in the fourth quarter. 


--Consumption essentially flat (consistent with present 
outlook). Consumption may also be weak in the first 
quarter. 


-~2= 
“Would expect consumption and output to strengthen in the 
second half of 1987 
-~Real net exports, however, showed an improvement. 


May finally be seeing turnaround in U.S. trade position in 
volume terms. 


--Strong leading indicators and employment growth make us 


confident that the economy is poised for further moderate 
growth. 


-No recession in sight. 


--Inflation will probably pick up to the 3-1/2 to 4 percent 
range. Consumer prices, less energy, grew at approximately 
this rate during 1986. 


ECONOMIC FORECAST FOR 1987 


The Administration forecasts a strengthening of economic growth 
with continued moderate inflation in 1987. The impediments to eco- 
nomic growth that brought past expansions to a halt are not evident: 
inflation and interest rates remain low, inventory stocks are relatively 
lean, and resource constraints and production capacity pressures are 
absent. Table 1-4 summarizes key aspects of the Administration's 
forecast for 1987. The Administration's estimate of real GNP growth 
this year is 3.2 percent, measured fourth quarter to fourth quarter, 
compared with a growth rate of 2.2 percent in 1986. For 1987, 
strong growth in employment is forecast to continue and the total 
unemployment rate is predicted to be 6.5 percent in the fourth quar- 
ter. An improved balance of trade, an increase in inventory invest- 
ment, and cessation of the economic deterioration caused by the 
drop in oil prices should contribute to stronger growth in 1987. 

The inflation rate in 1987 is forecast to return to the 3.5 to 4 per- 
cent range of recent years, before the decline in oil prices temporari- 
ly depressed the inflation rate in 1986. Specifically, the GNP deflator 
is forecast to rise at.a 3.6 percent annual rate during 1987, after a 
2.2 percent rate of increase during 1986. During 1987, the CPI is ex- 
pected to increase at a slightly faster rate than the GNP implicit price 
deflator, reversing the pattern in 1986. This is because the CPI em- 
bodies import prices more directly than does the GNP implicit price 
deflator, and import prices are expected to rise more rapidly than 
domestic prices because of the continuing effects of depreciation of 
the dollar. 


Taiz 1-4.—Economic outlook for 1987 


. ee 


Percent change, feurth quarter to fourth quarter 


ast gross national product 32 
Personal consumption expenditures 2g 
federal purchases of goods and services... ~25 
State and incal purchases of goods and 27 

GMP maplicit price deftetor 3.8 

Compensation per hour* 43 

Output per hour* 19 

Fourth quarter level 
Unempioyment rate (percent) * 68 6.5 
Housing starts (millions of units, annual rate). 1? 1.8 
1 Preliminary 


3 Nonfarm business, aff persons; fourth quarter 1986 estimated. 
3 Unemployed 3s percent of labor force including resident Armed Forces. 
Note.—Based on sezsonaltly adjusted data. 
of Commerce (Bureau of the Cansus and Bureau of Economic Analysis), Department of Labor (Bureau of 
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The Administration’s forecast embodies the following assessments 
for the four main components of GNP: consumpton, investment, 
government spending, and net exports. First, growth of real con- 
sumption spending is forecast to slow from the 4.0 percent annual 
growth rate in 1986, but is still expected to make a substantial contn- 
bution to-real GNP growth in 1987. As discussed earlier, a rapid in- 
crease and high level of real household net worth tend to raise con- 


sumption spending. However, the relauvely low personal saving rate 
in 1986 suggests that households may wish to hold growth of con- 
sumption spending below that of disposable personal income in 
order to restore personal Saving rates to more normal levels. More- 
over, the boost to real disposable personal income, and hence to real 
consumption spending, from the sharp decline in oil prices in 1986, is 
unlikely to be repeated in 1987. 

Second, real investment is expected to strengthen because of gains 
in nonresidential fixed investment and inventory investment, despite a 
substantial slowdown in residential investment growth. Real nonresi- 
dential fixed investment fell in 1986, partly because of the problems 
of the oil and gas industry and perhaps also because of some short- 
run adverse effects of the tax reform process. Lower interest rates, 
rising corporate profits, stronger economic growth, and (as previous- 
ly explained) a high ratio of the market value of financial claims for 
ownership of business enterprises to the price of capital goods 
should contribute to some strengthening of real nonresidential fixed 
investment in 1987. Real residential investment, however, seems un- 
likely to repeat the strong growth performance of 1986. In particular, 
high vacancy rates and the effects of tax reform may inhibit growth 
of multifamily housing construction. Concerning inventory invest- 
ment, it 1s noteworthy that manufacturing inventories have generally 
been falling for more than a year and a half and the inventory-sales 
ratio is currently low for other sectors as well. With continued 
growth of domestic sales and improvement in net exports, producers 
should begin accumulating inventories at a faster pace. 

Third, given their relatively strong budget positions, continued 
modest growth of real spending by State and local governments 
seems probable. In contrast, the program to reduce the Federal fiscal 
deficit should lead to a modest reduction in real Federal purchases of 
goods and services in 1987. 

Fourth, after deducting 0.7 percent from economic growth in 1986, 
real net exports are expected to contribute a similar amount to 
growth in 1987. The falling dollar appears finally to be influencing 
the prices of non-oil imports. The fixed-weighted price index for 
non-oil imports rose 9.4 percent during 1986 and further increases 
are expected in 1987. Higher relative prices for goods imported into 
the United States and lower relative prices of U.S. exports in foreign 
markets should improve U.S. net exports. 

A special factor that should aid real GNP growth in 1987 is the end 
of the decline of production and investment in the domestic oil and 
gas industry. Following the oil price drop in early 1986, drilling op- 
erations for gas and oil plummeted, pulling down nonresidential 
fixed investment for most of the year. If oil prices remain near year- 
end levels, declining activity in the domestic oil and gas industry 
should not continue to detract from real GNP growth in 1987. While 
the direct effects of lower oil prices were largely completely absorbed 
by the economy in 1986, secondary benefits may still be forthcoming. 
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The USG has engaged the Japanese Government on a range OE: - <:, 
issues concerning support for the Aquino Administration in the 
Philippines over the last few months. The subcabinet 
consultations provide an appropriate opportunity to continue 
those discussions. 


TALKING POINTS: 


-~-Wish to continue discussions on trade and investment 
initiatives to aid the Philippines. | 


-—-Remains nighly important that we both do all we can to speed 
Philippine economic recovery. 


~-successful referendum on the Constitution is major positive 
development for President Aquino and her government. 
Nevertheless, economic recovery will be a key element in 
longer-term stability. 


-~Important that high levels of economic assistance continue, 


—--~However, new investment and trade development are essential 
for broad-based economic recovery and growth. 


--Economy did not grow in 1986 despite the market-oriented 
economic reforms undertaken. Investment was only about half of 
the already-low 1985 level. 


--Therefore, need for new measures to assist with economic 
recovery is more important than ever for the Philippines. 


-~-Know you have announced some steps, but would like to review 
actions you have taken and are planning in response to this 
critical Philippine need. 


-~-Reiterate the Secretary's concern that you make appropriate 
arrangements to import Philippine sugar. 


--Have asked you to take appropriate action to facilitate US 
naval use of Philseco shipyard. This remains an urgent problem 
which has botn economic and security consequences for the GOJ 
as well as for the United States. Urge speedy and favorable 
resolution of this issue. 
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the Philippines last fall, 
in October aimed at iner 
investment in the Philip 


raised in other channels, 


ea 
pines. 
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As a result of the FpC decision on trade aeretths® to assist 


you began discussions with the GOuJ 


sing Philippine acess 
Various issues 
including the Secretary's 


to Japanese 


have also been 


consultations with Foreign Minister Kuranari in Brussels in 
December. It is important that we keep the pressure on the GOJ 
+o come up with the ideas in this regard, as the usG's ability 
tro increase Philippine access to US markets is limited. 
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ISSUES: The U.S. welcomes and encourages Japanese efforts to 
assist developing countries. While generally pleased with the 
increasing volume of Japanese assistance, we believe that 
further improvements are needed in the terms, conditions, 
purposes, and geographic distribution of Japanese aid. The 
Sharp appreciation of the yen means that Japan already has 
achieved a substantial part of its target for doubling Official 
Development Assistance (ODA) by 1992 -- there is now even more 
room for expanding ODA volume. The terms of Japanese aid are 
among the hardest of any donor. Aid is heavily concentrated in 
one region (Southeast Asia). We encourage Japan to increase 
the concessionality of aid and expand aid flows to regions 
Outside of Southeast Asia. The use of Japanese aid to promote 
commercial interests is a particular concern. We urge Japan to 
Support the OECD agreement to control mixed credits and to 
ensure that concessional aid is appropriately tailored to needs 
and economic capacity of recipients. A.I.D. holds annual 
consultations with Japanese counterparts; currently we are now 
exploring possibilities for closer aid cooperation. 


TALKING POINTS 


-- The U.S. is giving major attention to controlling 
expenditures in order to reduce the budget deficit. The volume 
of U.S. Official Development Assistance (ODA), however, remains 
Substantial. In 1985, U.S. ODA reached $8.2 billion, 
representing a large increase over the previous year. The U.S. 
ald response to the African emergency and more assistance for 
countries of the Middle East accounted for most of the 
increase. In 1985, U.S. aid was among the most concessional of 
any DAC donor and reached an overall grant element of 95.9 
percent. 


-- For U.S. FY 1987, Congress approved $8.6 billion for 
economic assistance -- some 4 percent lower than the previous 
year and 10 percent lower than the Administration's request. A 
Supplemental request for FY 1987 for nearly $700 million is now 
before the Congress. 


-~ For U.S. FY 1988, a request for $9.4 billion in economic 
assistance has been submitted to Congress. 


-~- The total net flow of resources (Official aid and private 
flows) for the U.S. in 1985 ee ped because, of a 
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-~- While welcoming Japanese efforts to improve the quality of 
its ODA, e.g. by lowering the interest rate on yen loans, we 
Still hope that Japan will expand its grant aid. 


-- It is vital that ODA resources not be diverted to 
commercial purposes. We hope that Japan will fully support 
OECD efforts to reach agreement on controlling the use of mixed 
credits and will actively work to ensure the developmental 
Orientation and use of aid funds. This applies to "informal 
tying" of aid as well as to limiting mixed credits. 


-- The U.S. encourages Japan to stress the importance of a 
sound economic policy environment in the recipient countries, 
Our own aid program increasingly stresses policy dialogue, 
conditionality and technical assistance —=- through both project 
and non-project mechanisms. We encourage Japan to emphasize 


these tools and objectives as well. 
ree IEE LIVNES aS weil 


-- We ask that Japan consider increasing the share of its 
economic assistance going to the low-incone countries of Africa 
and the strategically-important countries of Latin America and 


the Caribbean, while maintaining and increasing assistance to 


the low-income Asian countries and the Philippines. 


BACKGROUND 


The U.S. continues to encourage the expansion and improvement 
of Japanese aid efforts -- to a level appropriately reflecting 
Japanese economic capacity and international responsibility as 
a major industrialized nation. While the volume of Japanese 
aid continues to grow more rapidly than for the U.S., the 
increases have been well within Japanese abilities. The recent 
sharp appreciation in yen has dramatically reduced the "budget 
cost" of Japanese ODA. We applaud Japan's pledge to IDA VIII; 
this is tangible support by Japan for the development of 
low-income countries at the multilateral level. 


Por CY 1985 (the year of most recent data) U.S. ODA was $8.2 
billion. For Japan, it was $2.6 billion. In a wider 
perspective, total net flows of Official and Private resources 
in 1985 from Japan amounted to $7.6 billion. Japan was the 
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largest source of total net flows in 1985. ‘fTotal flows from 
the U.S. were -$1.2 billion reflecting the dramatic decline in 
commercial bank lending (private market flows dropped from | 
+$17. billion in 1984 to -$9 billion in 1985). Japan announced 
jast year that it would provide $40 billion in aid over the 
next seven years and double its 1985 aid level by 1992. This 
means the bilateral program could increase to to nearly $8 
billion by 1992 -- almost the current level of U.S. ODA. With 
the sharp Yen revaluation and steady increases in the Japanese 
Yen-denominated budget, Japanese bilateral aid commitments 
could reach almost $6 billion this year. But over the long-run 
Japan cannot rely on yen revaluation to maintain high dollar 
levels of ODA. The Japanese should intensify efforts to 
increase the ODA allocation in the central budget. 


The basic U.S. aid message to Japan is that growth in economic 
assistance provides Japan with the Opportunity, as well as 
increased responsibility, to do more to assist the developing 
world. (Japanese aid programs are already larger than ours in 
many countries, including all of Asia, excepting Pakistan. ) 
Along with development of more open domestic markets and 
greater focus on domestically-led growth in Japan -- which 
would benefit developing countries indirectly -- Japan's 
approach to a coordinated global leadership role in economic 
assistance should involve a reduced use of aid to benefit the 
commercial interests of Japan. This would help to address 
Structural imbalances in the multilateral trading system. 


A.I.D. Administrator M. Peter McPherson met with his Japanese 
counterpart in December 1986 for consultations on our 
respective aid policies and programs. The U.S. raised the 
issues described above and urged the Japan to reorient their 
growing aid program to be truly responsive to the urgent needs 
of the poor, especially in Africa. 


A.I.D. Chief Economist, Ernest Preeg, will meet on March 5 with 
Japanese aid officials in Tokyo to follow up on the McPherson 
consultations. Mr. Preeg will emphasize greater Japanese aid 
and cooperation with the U.S. in key African and Latin 
American countries. He also will discuss Japanese aid financed 
procurement based on his survey of key Asian LDCs -- Japan 
claims a large amount of untying but apparently few 
non-Japanese Suppliers Beem SNE TAGES financed by 
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TIED AID CREDITS 


ISSUE 


The overwhelming majority of OECD countries, including the 
United States and European Community (EC), have agreed to a 
proposal which significantly increases discipline over tied and 
partially untied aid credits. The notable exception was Japan, 
which objected to parts of the package but, significantly, 
agreed to consider the proposal seriously in Tokyo. 


TALKING POINTS 


<== My government has accepted the OECD ad referendum agree- 
ment on tied aid credits, 


a= The Japanese delegation did not accept the agreement in 
January, but agreed to consider it seriously. 


= Politically, I urge you to accept this agreement in order 
to put a contentious trade issue behind us. 


* Acceptance of the agreement would signify Japan's 
willingness to resolve a longstanding trade irritant. 


* Acceptance would also align Japan with other OECD 
governments. 


* If the agreement is not accepted before the Minister- 
ial, we will be forced to raise this issue again for 
Ministerial discussion. We fear that an acrimonious 
debate on this issue will occur. 


= This agreement offers a number of concessions to Japan, 
including achievement of a long-standing GOJ goal to reduce the 
export subsidies available to high-interest-rate countries: 


* The agreement requires that all export credits to 
relatively rich (Category I) countries be done at 
commercial interest rates. 


* Minimum interest rates for other countries have been 
increased by 30 basis points, ensuring that virtually 
all export financing to intermediate countries (such as 
Brazil, Korea) is done at commercial interest rates and 
that export credit subsidies to relatively poor 
countries (China, Indonesia) are significantly reduced. 


* This virtually removes the imbalance in the export 
credit system. 


-- The new formula for calculating the grant element is 
considerably less difficult for Japan than other proposals 
Supported by most OECD countries in the past year. 


* While making the calculation of the grant element more 
equitable for all, Japan still retains some advantages 
under the new formula. 


* The phase-in period, which has been extended to July, 
1988, enables Japan to adjust to the new system. 


-- Pragmatically, it makes sense for Japan to accept this 
agreement now before other OECD governments demand even more 
concessions on the discount rate. 


BACKGROUND 


The compromise package was proposed by the EC and improves upon 
an earlier proposal by the departing Arrangement Chairman, Axel 
Wallen. The EC package, to be implemented in two stages ending 
in July 1988, reforms the following three major areas: 


(1) The "minimum permissible grant element" on tied aid credit 
offers to developing countries would be raised from the current . 
25 percent to 35 percent (50 percent for LLDCs); tied aid 
credits would be banned entirely fOr all industrialized 
countries. 


(2) The discount rate used to calculate the grant element 
would be based on a discount rate formula differentiated by 
currency (DDR), instead of the present uniform discount rate of 
10 percent. This approach would significantly reduce an advan- 
tage long enjoyed by low-interest-rate countries such as Japan. 
Rather than a discount rate based entirely on commercial 
interest rates as originally proposed by the Europeans, how- 
ever, the formula softens the impact on Japan by giving a 
three-quarters weight to commercial interest rates and a one- 
quarter weight to the current discount rate of 10 percent. 


(3) The small normal export credit subsidies still allowed 
under the Export Credit Arrangement would be virtually elimi- 
nated in all currencies. Export financing to relatively rich 
countries (including the USSR) would have to be at commercial 
interest rates. The minimum interest rates for other countries 
would be increased by 30 basis points, virtually ensuring that 
export financing to intermediate countries such as Brazil. and 
Korea will be on commerical terms and that interest rates for 
relatively poor countries will be above the U.S.G. cost of 
Funds. 


- 
- 
-_ 
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TRADE ISSUES 


-- In the four months since our last Economic Subcabinet, we 
have made important progress towards resolving several bilateral 
issues. | 


° We reached a bilateral settlement on aluminum which we 
trust will provide greater opportunities for U.S. makers of 
semifabricated and fabricated aluminum products. 


fo) Last week, we resolved many of our outstanding concerns 
on foreign attorneys. 


O We have come close to reaching agreement to eliminate 


the restrictive effects of your quotas on certain fish 
Products. 
O And tariff and tax changes proposed last December on 


Wine should benefit U.S. firms. 


ee However, we remain concerned that your Government has taken 
insufficient steps to stimulate domestic economic growth and to 
promote manufactured imports. We are also troubled by recent 
Japanese Government efforts to cushion and subsidize industries 
adjusting to the new exchange rate environment. : 


= Frankly, there is a growing sense of American frustration 
and exasperation in dealing with the trade problem generally and 
Japan in particular. Cash registers are not ringing, despite the 
40 percent depreciation of the dollar and despite intensive 
U.S. negotiating efforts. The bilateral trade deficit reached 
nearly $60 billion this year, an economically and politically 
intolerable level. Furthermore, the pace and degree of progress 
to resolve other key bilateral trade issues--notably semiconductors, 
Supercomputers, Kansai airport, and tariffs--has been inadequate. 


~— The new, Democratically controlled Congress intends to keep 
us on a short leash. AS you know, Congress is particularly 
interested in rectifying what they perceive as a one way trading 
relationship with Japan. 


2S The question Congress presents us with is clear: are 
negotiated solutions a viable alternative to legislated protection 
in Japan's case? Soda ash, Kansai airport, and supercomputers 
ail serve as powerful reminders to Congress that competitive U.S. 
products still face barriers in the Japanese market. And your 
Government's grudging implementation of our agreement on semi- 
conductors undercuts the Administration's ability to argue that 
Japan will implement meaningful solutions to bilateral trade 
problems. 


-= To credibly combat this growing protectionist mood in 


Congress, the Administration must be able to demonstrate clear 
progress in its negotiations with Japan. Promisés of access are 
not enough. Visible Japanese efforts to advance the New Round 
will also help us convince the skeptics that our two countries 
can work together to achieve our common goal of freer trade and a 


growing world economy. 


supercomputers 


== Since announcing our Section 305 investigation on supercomputers 
last November, we have held three sets of consultations with your 
Government in December and January. Unfortunately, these meetings 
did not yield any progress on the two major issues of (1) U.S. access 
to the Japanese public sector market and (2) Japanese supercomputer 
pricing practices. We are now preparing a Section 305 report to 
Submit to the Economic Policy Council, and that body will make 
its decision shortly on what course of action it will take. 


Lawyers 


-- We are pleased that the USG and GOJ have ‘just last week 
finally reached an agreement on the longstanding issue of foreign 
attorneys in Japan. Although we do not by any means regard the 
Lawyers Law and its accompanying ministerial ordinances as 
perfect, they represent an important first step in the liberal- 
ization of the Japanese legal services market. 


-=- We look forward to the GOJ's flexible implementation of the 
Law from April 1, taking full account of the USG concerns expressed 
during the last year and a half of bilateral consultations on 


this issue. We propose to have the first formal review of the 
implementation of the Law at the next U.S.-Japan Trade Committee 
meeting scheduled for early September. If any problems of 


implementation arise between April 1 and early September, however, 
we reserve the right to bring them to the attention of the Gog 
and expect the GOJ to resolve such problems in an expeditious manner. 


Structural adjustment 


= Outsourcing of components and direct investment in overseas 
markets are both positive ways to alleviate the tensions that 
plague our trading relationship while maintaining the competitive- 
ness of Japanese firms. Restraining exports, dampening competition, 
and subsidizing inefficient firms are not. 


-- We are therefore concerned that your Government decided to 
propose measures on February 13 that could have just these 
effects. As I understand it, larger firms with excess capacity 
would be able to secure government guarantees, business tie-ups 
and direct investments intended to enhance their competitiveness. 
This is in addition to measures for small and medium sized firms 
hurt by the appreciation of the yen. 


-- We appreciate your Government's efforts to inform us of this ; 
new program. . However, the explanations we have received to date... 
do not allay our concerns. The conditions under which guarantees, 
direct funding, or interest rate subsidies will be made available 
have not been spelled out in sufficient detail. The types of 
equipment that will qualify has also not been explained. We seek 
your commitment to provide this information. We also seek clear 
cut assurances that these measures will promote adjustment 
without restraining trade or competition. ) 


ar Can you assure us that these measures will not promote 
collusive activities, restrain imports, subsidize exports, or 
keep alive firms that otherwise should go out of business? How 
do you plan to make sure that this program does in fact promote 
structural adjustment? What types of internal review do you 
envisage? Will the JFTC be given a clear and visible role in 
ensuring that these activities do not restrain competition? We 
would welcome your comments about these concerns. 


Soda ash : 


= I understand that the industry-to-industry meetings proposed 
by your Government in August took place in Tokyo on February 9 
and 10 and were very well-attended. We believe the meetings 
provided a useful forum for discussion between American soda ash 
producers and consumers in Japan, and hope that they will result 
in greater U.S. sales. 


-- As I've said many times before, U.S. soda ash is highly 


competitive on price, quality, and service grounds. At the 
meeting, U.S. producers proclaimed their willingness to beat any 
Japanese price. We understand that our firms are now following 


up on the contacts made at the February meeting, and expect to 
see a substantial improvement over the coming year. We hope we 
can count on your support to achieve this goal. 


TAYr.LEELS 


-~ I want to reiterate our continued interest in obtaining 
Significant tariff reductions on items of export interest to us. 
You have a list of the products that U.S. producers are particularly 
interested in. Our high-priority concerns include chocolate, 
grapefruit, walnuts and pistachios, canned and frozen peaches and 
pears, oranges, and pet food. 


~— Even though there has been a significant change in the 
yen/dollar relationship, in many cases we have seen no signigicant 
change in the price of U.S. products being sold in Japan. Tariff 
cuts are still needed to make these products available at a price 
that is affordable to Japanese consumers. 


BACKGROUND 


Recently, GOJ officials have expressed concern about the 


stories that prove that the Administration is using its leverage 
and discretion to advance the aims of U.S. business in foreign 
markets and demonstrate that Japan is a trading partner to be 
trusted and counted upon. 


The choice is very much Japan's--it can take steps now to 
remove irritants to our bilateral relationship, actively promote 
our shared New Round objectives, and visibly demonstrate its 
willingness to buy U.S. products, or it can sit back, grudgingly 
reacting to U.S. pressure. The benefits of the first approach 
are real--continued global economic recovery; a strengthened 
multilateral trade system; a reasonable U.S. trade bill; and a 
diminishing of bilateral trade tensions. The costs of failure 
are potentially quite high, both to Japan and to the United 
states. 


Access to Japanese Agricultural Markets 


- 


eee eat 
issues 
1. The U.S.-GOJ understanding on import quotas for 12 


agricultural catagories (including peanuts, pulses, fruit juices 
and processed beef) expired April 22, 1986. Our inability to 
resolve our differences over market access for these products 
bilaterally resulted in a U.S. request for a GATT panel under 
Article XXIII:2 last July. 


2% 


Japan maintains protective tariffs on a large number of high 


value/processed foods which have good additional export potential 
and strong trade interest. We continue to seek tariff reductions 
to levels more appropriate with Japan's world economic status. 


oe 


Import quotas on beef, oranges and orange juice are 


established under an agreement which expires March 31, 1988. 

The agreement states the GOJ's position that negotiations for a 
new agreement are to commente at a mutually agreeable time during 
JFY 1987. The USG view is that there is really little to 
discuss, since we are expecting Japanese market liberalization of 
these products. 


Talking Points 


Japan's continued refusal to open its market for 12 
categories still under quota has resulted in our request to 
establish a GATT panel to resolve this case. There is no 
basis for Japan to maintain these trade restrictive import 


Quotas. They are not consistent with the GATT and given 


Japan's dependence on market access and trade with the rest 
of the world, we would expect Japan to adhere to its 
precepts. Japan maintains that it wishes a bilateral 
Settlement, yet over several years of discussions, Japan has 
failed to present an offer towards liberalization which would 
constitute a serious basis for such a solution. 


Many high value/processed agricultural items of keen interest 
CO uS are subject to protective Japanese tariffs. In 
general, these tariffs are much higher than ours for like 
products. This is true of products in which Japan is 
competitive, such as chocolate, as well as some Japan doesn't 
produce at all, such as grapefruit or frozen peaches. We are 


frustrated by Japan's continued reluctance to respond to our 


concerns in this area. 


There has been press speculation on both sides regarding the 
timing of beef and citrus negotiations. We wish to emphasize 
that the important point here is not when the talks occur, 

but rather, what they achieve. To this end, we look forward 


to Japan's complete liberalization of its import quotas on 
beef, Oranges and orange juice on April 1, 1988. 


-- We wish to emphasize our critical interest in obtainin we 
access to Japan's rice market. While we ate aware oF the- “= 
sensitivity of this issue in Japan, you must-arinderstand our 
need to be able to compete on an equitablé basis in the 
Japanese market in this and other products. It is incorrect 
to assume this issue will vanish if we refuse to deal with 
it. On the contrary, that could lead to a situation we both 
wish to avoid. We must soon be able to show progress towards 
an opening of Japan's rice market and seek your early 
cooperation in deciding how to best accomplish this. 


-- Secretary Lyng and Ambassador Yeutter's upcoming visit to 


Japan demonstrates the importance we attach to further 
improving Our access to your market. 


Background 


GATT~12. This issue involves Japan's continued import quotas on 
12 categories of agricultural products including peanuts, beans, 
fruit juices, processed beef, and other more minor items. While 
U.S. exports of these products are under $100 million, they have 
become symbolic of Japan's overall agricultural protection. We 
also see good export potential for several of them if quotas were 
lifted. The original GATT justification for keeping them under 
quota, Dalance of payments, disappeared in 1963 and their 
continuation has been an issue since 1969. The latest in a 
Series of bilateral agreements on quota levels for these items 
expired in April, 1986, with a U.S. request for their 
elimination, which could be phased. Japan's response was for 
very modest quota expansion and continued bilateral discussions. 
The U.S. requested formation of a GATT panel in July 1986. After 
months of delay, a panel is being formed, and the terms of 
reference are agreed upon, so the case should be presented 
shortly. 


Tariffs. While Japanese tariffs for raw or bulk commodities 
(such as grains, soybeans, logs and cotton) are generally low, 
those on processed or higher valued products are in many case 
protective, ranging up to 35%. Japan's Action Program tariff 
cuts have been disappointing in terms of product coverage and 
amount of the reductions on those products of interest to us. 
Meanwhile, Japan has~refused to engage in serious discussion of 
our requests (we have presented a long request list, while 
priorities are still chocolate, grapefruit, walnuts and 
pistachios, pet food, frozen peaches and wine), claiming the 
yen's appreciation has had the same effect as tariff cuts. 


Beef and Citrus. The current understanding on beef, orange and 
Orange juice quota levels expires March 31, 1988. This issue has 
great political sensitivity on both sides. It will be first 
discussed officially at the Trade Committee talks scheduled to 
take place next August in Hawaii. The U.S. position is that 
Japan must remove its quotas on these products on April 1, 1988. 


Secretary Lyng and Ambassador Yeutter will visit Japan in mid- 
April. Agricultural market access will be the major theme of the 
Secretary's agenda. 


ais 


Congressional pressure to self-initiate a 301 case is at its peak. 
senator Murkowski has threatened to file a petition if the USG does 
not self-initiate soon. While there are probably unfair practices 
concerning the construction of the airport, we are committed to 
applying continued pressure on the GOJ and the KIAC before pursuing 
a Section 301. We understand that Senator Murkowski is sending 
delegation members a letter urging a tough stance during the 
Subcabinet talks. This is a very visible issue and has become, in 
Some circles, a measure of the openness of the Japanese market. 


Ambassador Matsunaga wrote to Secretary Baldrige asking for 
assistance in preventing a Section 301 on this issue. Baldrige 
responded that while he would prefer to see the issue resolved 
cooperatively, the present course of action is contingent upon 
meaningful contracts in Phase I and improvements in procurement 
procedures. 


Trade Legislative Proposals in the 
President's Competitiveness Bill 


FACT SHEET 





The President's commitment to promote American competitiveness 
includes a commitment to free and fair trade, and to ensuring a 
level playing field internationally that will allow American 
farmers, workers, and businesses to compete successfully in world 
markets today and into the 2lst Century. 


Since September 1985, the Administration has taken numerous steps 
on the macroeconomic front to create the conditions for free and 
fair trade. For example, it is seeking closer economic policy 
coordination among the major industrial countries designed to 
promote improved, more balanced growth, smaller trade imbalances, 
and greater exchange rate stability; and pressing forward with 
our initiative on LDC debt to encourage greater growth through 
increased private sector investment and appropriate policy reforms. 


The President has complemented these steps with vigorous action 
on the trade front, including multilateral and bilateral negotia- 
tions and the aggressive and unprecedented use of our trade laws 
to attack unfair foreign trade practices whenever and wherever 
they occur. President Reagan has for the first time ever used 
our trade laws to: 


O Self-initiate Section 301 actions to open foreign markets to 
U.S. goods and services, to improve protection of intellec- 
tual property rights and to facilitate U.S. investment. For 
example: 


-= The $5 billion Korean insurance market is now open to 
American insurers, and protection there of intellectual 
property rights is being dramatically improved; 


-— The Japanese cigarette market is now open to U.S. 
Cigarette exporters; 


-- The U.S. has obtained improvements in the application 
of Brazil's computer laws to U.S. firms and products; 
and 


-- The U.S. has secured across-the-board improvements in 
Taiwanese customs procedures, as well as improved 
access to Taiwan's beer, wine and tobacco markets for 
U.S. exports; 


fe) Self-initiate an antidumping case which, in concert with 
industry-filed antidumping and Section 301 cases, was 
intended to open the Japanese market to U.s. semiconductor 
exports and helping to end Japanese predatory pricing of 
Semiconductors; and 
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O Self-initiate a Section 307 case which caused Taiwan to 
eliminate its export performance requirements for investment 
in the automotive sector. : 


In addition, the effective application of our trade laws in other 
areas, such as the Canadian lumber countervailing duty case, has 
ended unfair trade practices and opened key markets to American 
firms. 


The President has demonstrated that aggresSive enforcement of 
U.S. trade law is an effective tool in preserving U.S. competi- 
tiveness in world markets. There is room for existing law 

to be further strengthened. The President will introduce statu- 
tory changes to improve these laws in ways which will enhance our 
ability to meet the challenges from abroad without erecting 
protectionist barriers at home. Major components of the Presi- 
dent's proposals for trade law reform include: 


ee seeking trade agreement authority: 


O° Providing non-tariff barrier authority, which would 
extend our ability to negotiate reductions in non- 
tariff barriers to trade and to submit the results to 
Congress for approval under "fast track" procedures; 


ro) Giving tariff proclamation authority, which would allow 
the President to implement tariff reductions agreed 
with our trading partners over the next ten years; 


fo) Substantially expanding the Congressional/private 
sector consultation process, to enhance the role of the 
Congress and private sector in providing advice on 
trade negotiations; and 


O Authorizing compensatory tariff reductions to our 
trading partners for increases in U.S. duties, thus 
alleviating pressures for foreign retaliation against 
U.S. exports. 


oe Improving our export performance: 


O Securing the additional $200 million authorized for the 
President's "war chest" to attack foreign predatory 
financing practices; 


O Eliminating uncertainties and clarifying ambiguities in 
the Foreign Corrupt Practices Act; 


O Seeking improvements to the Export Trading Company Act; 
and 
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Establishing an export promotion data and information 
system. 


Enhancing our ability to provide escape clause relief to 


injured industries: 


©) 


Providing expedited relief for perishable agricultural 
products; 


Creating additional options for relief, including 
multilateral negotiations and regulatory reform; 


Providing that import relief would be available only 
when it is reasonably likely to lead to a fully compe- 
titive domestic industry at the end of the period of 
Seller; 


Proposing a new, $l billion worker adjustment program 
to help an estimated 700,000 additional dislocated 
workers each year; and 


Clarifying that relief can be granted during a reces- 
Sion. 


strengthening Section 301: 


O 


Establishing reciprocal access to foreign markets as an 
additional factor for consideration in a Section 301 
case; 


Establishing a 24-month deadline on trade agreement 
dispute settlement cases; and 


Improving coordination with Congress through reports on 
the commercial effects of Section 301 cases. 


Tightening our antidumping and countervailing duty laws: 


© 


Replacing the antidumping law with a new, predictable 
pricing remedy to cover products from non-market econ- 
omy countries; 


Tightening the antidumping and countervailing duty laws 
through new anti-circumvention provisions to prevent 
evasion of antidumping and countervailing duties; and 


Clarifying various procedures, including: (a) the 
treatment of indirect taxes in antidumping calcula- 


tions; and (b) when an injury test is required in 


existing countervailing duty cases once (l) a country 
becomes entitled to the test by joining the GATT Subsi- 


4 


dies Code or equivalent agreement, or (2) formerly 
dutiable merchandise from a GATT member country becomes 
dutiable. 


6. Providing for additional steps to expand and liberalize 


trade, including: 


O Implementing the Nairobi Protocol to the Florence 
Agreement, thus expanding duty-free treatment of cul- 
tural imports and those for use by the handicapped; 


O implementing the Harmonized System, a new international 
tariff classification scheme. aimed at facilitating 
trade; 

© Improving opportunities for East-West trade by lifting 


our ban on the import of Soviet furskins. 


Cleared with: BDowning/Treasury 
BSamuel/State 
RReis/State 
JSour/Commerce 








CC oe MMMWADSIHE ca, yh 


; BRIEFING PAPER . 


ee @ e280 @ 80680 o@ 
0° aStNESE POSITION In NEGOTIATE ONS? e338 
a9 GONT Hole Qeones Ter Les INGs CHEMICARS® | 9 ¢ 


eo e000 eee @ @ #0 ee 
Issue 
We want Japan to be more forthcoming in the U.N. negotia- 


tions to regulate of ozone-depleting chemicals. We want to avoid 
unilateral U.S. regulation accompanied by trade restrictions. 


Talking Points 


a Virtually all nations now agree that we are facing a serious 
and growing threat to the ozone layer. 


= Despite the economic and social value of these chemicals, 
Our governments must take prudent steps to build in a 
measure of safety to protect current and future generations. 


— My government therefore believes we should agree in the 
current UNEP negotiations on: 


O A meaningful near-term first step to reduce the risk; 
fe) A long-term strategy and goals; and 
fe) A carefully scheduled plan for achieving those goals, 


with periodic reassessment in light of new scientific, 
technical and economic information. 


-- While the need for action is environmental, effective action 
will have substantial industrial and trade impacts. 


-— Many members of our Congress are pushing for strong 
regulation accompanied by trade restrictions. Cooperative 
international action would be much more effective. 


== If we can agree on long-term steps now rather than taking a 
wait-and-see approach, we can minimize economic costs by 
providing as much certainty as possible for industrial 
planning and adequate time for adjustment. 


aS A scheduled plan would also give incentive to development 
and use of recycling techniques and safer substitutes, 


== Inclusion of all the most-depleting substances would best 
protect the ozone layer while providing each nation the 
flexibility to adopt measures most appropriate to its 
economy... (Fach nation could balance ,itg yse ggf the 
chegti®aise af itechoesesewitbin its overale Pimit. ) 
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= I do not yet have a report from the February 23-27 Vienna 
round. If you have not yet done so, I hope your. government 
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re) a schedule now for substantial, passes reductions, with 


adequate lead time, subject to periodic review; 


oO inclusion of all the most-depleting chemicals (CFC's 
11, 12, 113, and Halons 1211 and 1301); and 


fe) trade measures to provide incentives for nations to 
join the protocol and nEeeouneds movement of production 
to non-parties. 


Background 


Negotiations are underway under the U.N. Environment Program 
(UNEP) to control chemicals that deplete stratospheric ozone 
(which protects the earth from ultraviolet radiation). The 
chemicals -- chlorofluorocarbons ("CFC' s") and some bromine 
compounds ("Halons") ~- are widely used in refrigeration, air 
conditioning, foam-blowing (insulation, packaging, furniture), 
electronics (as solvents), and in most countries (including Japan 
but not the U. S.) as aerosols. 


The U.S. Supports early and effective international action. 
(FYI: EPA is under court order to make a regulatory decision on 
these chemicals by November 1.) Unilateral U.S. action would be 
less effective and would be unfair to U.S. industry. Last week, 
a bipartisan group of nine Senators introduced a resolution 
Supporting an international agreement and chastised our allies 
for dragging their feet. Senators Chafee and Baucus introduced 
legislation which would mandate drastic cuts and ban imports of 
CFC's and CFC products, to ameliorate the effect on U.S. industry 
and to induce our trading partners to agree to strong controls. 
Two House subcommittees will hold hearings in early March. 


Although Japan now concedes some regulation is necessary, in 
the December 1986 negotiating session the GOJ (represented by 
MITI's Chemicals Division) favored only a loose control limited 
to CFC ll and 12. The Japanese position is tied to their large 
expansion of CFC 113 use to wash semiconductor chips. At the 
February 23-27 round in Vienna, Japan will be represented only by 
their U.N. mission and two private industry officials. 


Deputy USTR Michael Smith, EB Assistant Secretary McMinn, 
and OES Assistant Secretary Negroponte have raised this issue 
with the Japanese in recent weeks. |A scientifi¢ team will visit 
Japan in etete "Basch. ¢ we enced *fo ei mer esas one thee Japanese the 
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MOSS Trade Negotiations 
(Market-Oriented-Sector-Selective) 
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Background -- | 
ee 
“ President Reagan and Prime Minister Nakasone agreed in 
January 1985 to initiate intensive, high-level discussions to 
eliminate all barriers to trade in selected Japanese markets. 
Four MOSS sectors were chosen following their Los Angeles 
meeting (telecommunciations, electronics, forest products and 
medical equipment/pharmaceuticals), and the transportation 
machinery sector was added following Prime Minister Nakasone's 


visit to Washington in April 1986. 


The most recent report on the MOSS process was issued 
following Secretary Shultz and former Foreign Minister Abe's 
Washington meeting of January 10, 1986. Two of the four 
original sectors, telecommunications and medical equipment/ 
pharmaceuticals, completed their first phase and have held 
follow up meetings at the plenary level. Some forest products 
issues remain unresolved and are subjects of continuing talks. 
Discussions on supercomputers held in January under the MOSS 
electronics rubric yielded no progress on U.S. concerns. The 
transportation machinery talks so far entail only trade in auto 
parts, and have encompassed sales within the U.S. as well 
exports to Japan. 


Talking Points 


--~Last year's trade figures demonstrate that the MOSS talks 
have been a productive, bright spot in our economic relations. 
U.S. exports to Japan last year were up in each of the five 
categories, with a strong increase in overall MOSS exports 
(14.83). Compared to overall U.S. export growth (2.08), and 
growth of exports to Japan, (3.5% excl. gold), this is a strong 
performance. 


-~Il have been pleased by the comprehensive follow-up work in 
telecommunications and medical equipment/pharmaceuticals, and 
by the ongoing technical discussions in forest products. 


-~-In electronics, we remain seriously concerned about the 
future of the supercomputer industry and about implementation 
of the semiconductor agreement. We need to address these 
issues constructively. 


_—_ 
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--We were very pleased that ‘Vice Minister Kuroda was able to be 
in Washington last week for the auto parts discussions, which 
are extremely important to the Administration and to Congress. 
The fact remains that our trade imbalance in autos and auto 
parts is equivalent to one half the total deficit. We are 
encouraged by what we hear Japanese companies saying they will 
do to buy more U.S. parts. We remain anxious to see this 
happen, and hopeful that we can reach agreement on our 


proposals to aid this effort. 


--We continue to feel that MOSS is an excellent method for 
resolving sectoral issues on a cooperative basis. The most 
visible barometer of success is increased sales, and we hope we 
will continue to hear the cash registers ring. 


--I would like the chairman of each of the sectoral groups to 
briefly describe the status of their work. 


FOREST PRODUCTS MOSS TALKS 


ISSUES 


Increased importation of processed wood products. 


Increased utilization of wood products in the Japanese residential and 
non-residential construction sector. 


Completion of the revision of the Japanese Agricultural Standard (JAS) 
procedures regarding Foreign Testing Organizations. 


Implementation of new standards for laminated lumber and panel products. 


Request to add "surfaced-worked plywood" to the list of plywood products 
whose tariffs will be reduced beginning in 1987. 


TALKING POINTS 


The MOSS process and the Japanese wood sector revitalization program 
have a common goal of significantly increasing wood utilization in 
Japan. The work in these areas has only just begun. We look forward 
to continuing to work with you to achieve our common goal. 


We appreciate the progress the MOSS process has achieved to date. 
This progress has been gained because of our mutual commitment to the 
MOSS objective. | 


Our objectives for the MOSS remain unchanged--the identification and 
elimination of all tariffs and non-tariff barriers to trade in forest 
products. We look forward to continuing, in the near future, our 
“xeview and discussions" of these two items as the results of our past 
efforts become available. 


Ultimately, our success will be measured by the level of increased 
imports by Japan of processed wood products. 


The United States remains interested in correcting a mistake we made 
at the January MOSS Plenary on a plywood tariff item. We 
inadvertently did not request that item 44:15.119 (surface-worked 
plywood) be included on the "Wood Products Tariff Reductions" list. 
This item was on the original list we presented to the Government of 
Japan and appeared on all subsequent lists. We ask your 
understanding and cooperation, and request that Japan add this item to 
the list of plywood products whose tariffs will be reduced beginning 
in 1987. 


We are encouraged by the steps the Ministry of Construction (MOC) has 
taken with the objective of incorporating modern building technologies 
into the building code. We view this as a critical step and commend 
Moc for taking this initiative. 


-- MOC's announcement that they are seeking legislative authority to 
amend the building code to permit three story wood construction is 
welcomed. We look forward to receiving the details of this proposed 
change. 


—~ We encourage MOC to cooperate with us in the development of a large 
multi-use wood structure. We also suggest that serious consideration 
be given to cooperating in the development of experimental wood 
residential housing at appropriate locations. 


-- The Ministry of Agriculture, Forestry and Fisheries (MAFF) and the 
Ministry of International Trade and Industry (MITI) are to be 
commended for the progress that has been made on implementing new 
standards for panel products and laminated lumber. The participation 
of American technical experts in the drafting of these standards was 
noteworthy. We look forward to the implementation of these new 
standards. 


—- The proposal on the JAS System and Foreign Testing Organizations 
presented at the July 1986 Expert Group Meeting and the draft text of 
the regulations provided in February are being reviewed. We are 
anxious to complete this item in the very near future. 


BACKGROUND 


Following one year of intensive negotiations, the U.S./Japan MOSS Forest 
Products Group reached an interim agreement in January 1986 on tariff 
reductions. Tariffs on veneers, lumber, laminated products, moldings, and 
panel products other than plywood will be reduced in 1987. Plywood tariff 
reductions will begin in 1987 and continue into 1988. The agreement with the 
Japanese calls for discussions on tariffs to resume "as the results of the 
1987 reductions have become available." We contend that two quarters of trade 
data will be sufficient to determine the impact of the tariff reductions and 
intend to renew the talks on this issue soon thereafter. 


The MOSS process on standards issues continues with the following objectives: 
1) develop new and revised product standards for laminated lumber, and 
non-veneered panel products such as waferboard and oriented strandboard, 2) 
certify foreign testing/grading organizations, and 3) revise Japanese building 
and fire codes. 


Laminated Lumber: Lodge pole pine and ponderosa pine lumber were not 
specifically mentioned in the relevant standard for use in the construction of 
laminated lumber and beams. Laminated beams manufactured from these species 
in the United States have been barred from the Japanese market. The Japanese 
have informed us that they are revising their standard to include these two 
species and plan to have the standard in place shortly. 


Structural Panels: Standards did not exist for these panels (waferboard, 
riented strandboard, etc.) because they are not produced in Japan. As a 
direct result of the MOSS Group and following a series of meetings between 
U.S. and Japanese technical experts, structural standards are being written 

for these products. This standard is expected to be in place shortly. 


Japanese Agricultural Standards (JAS): The primary issue is equality of 
certification methods for domestic and imported products. Most of the issues 


regarding the JAS certification system have been resolved. The Japanese have 
provided an outline of a proposed new certification system which shows 
promise. However until the U.S. side is able to review the detailed 
regulations and procedures for the new system, we cannot agree that this issue 
has been resolved. 


Building and Fire Codes: Potentially, this issue could be a very important 
factor in expanding the Japanese market for imported solid wood products. The 
Ministry of Construction (MOC) has announced its intention to seek legislative 
approval for a change in building codes which could have a major positive 
impact upon wood utilization in Japan. The MOC proposal would relax current 
restrictions on wood frame construction in urban areas. 
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ISSUE 


We made good progress in the MOSS on getting reductions in Japanese 
tariffs on paper products. In our technical discussions, we 
explored in depth Japanese commercial and financial practices, but 
there was no indication that the Japanese plan any changes to 
accommodate our concerns. Negotiations on an agenda for the U.S. 
proposed industry-to-industry containerboard meeting have failed to 
date, with the U.S. industry unwilling to accept the agenda and 
format proposed by MITI. 


TALKING POINTS 


-- We are pleased with the tariff reductions agreed to. While 
Our goal remains equalization with U.S. duties, the reductions 
due in 1987 and 1988 are a first important step. 


=< Equally important to our industry are non-tariff barriers to 
our sales. We have discussed these at length in our technical 
discussions. These discussions have significantly increased 
our knowledge of government and private practices which affect 
the paper and pulp market in Japan. 


-= Aside from the depressed industry cartel in containerboard, we 
have learned that the practices which act to preserve many 
uncompetitive and money-losing firms are, in fact, deeply 
ingrained in private business and financial practices. These 
are not amenable to quick change, but they prevent the 
rational restructuring of this industry. 


== Our negotiations on an agenda and format for the proposed 
industry-to-industry containerboard meeting have been 
unsuccessful to date. 


-- We will continue to follow developments in this sector and 
raise problems as they arise. 


BACKGROUND 


We have been partly successful on paper issues in the MOSS. Our 
industry 1S pleased with the tariff cuts of about 50 percent across 
a broad spectrum of products. Its eventual goal is equalization 
with U.S. rates, but, realistically, this is not a near term 
prospect. There seems to be little worry about our price 
competitiveness, jn,Japan,if gmarket faqraay are free tee act. 
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officials have been frank and forthcoming. Yet, the basic problems 
remain and it is unlikely they will be solved. MITI refuses to 
agree that its depressed industry law impedes market guided 
adjustment. Our requests that the cartel be terminated early | 
(although all capacity reductions will have been made) have been 
refused. 


Some of our other concerns were lessened, some reinforced. It is 
clear that Japanese banks and other keiretsu members are keeping 
uncompetitive pulp and paper firms afloat. The social effects of 
unemployment and "market disruption" are avoided as a sign of 
failure to resolve the problem in an organized manner. Mergers are 
arranged to prevent bankruptcies. Unfriendly acquisitions are not 
welcome. End users often depend on financing from trading companies 
Or manufacturers. MITI simply describes these as the Japanese way 
of doing business and insists that our ‘industries must resolve these 


problems. 


Our efforts to arrange an industry-to-industry meeting have failed 
to date. MITI has resisted discussion of the depressed industry law 
and tariffs. It also does not favor attendance at the meeting by 
endusers. The American Paper Institute (API) would not agree to an 
agenda on these lines. There has been no contact with MITI or API 
for several months on this issue and there seems little interest on 
either side in such a meeting. 
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ISSUE 


The MOSS talks in this sector are now in a follow-up stage and 
are generally proceeding smoothly. The first round of follow-up 
talks were successfully concluded last August. A second round is 
scheduled for March 5-6. The USG believes regularly scheduled 
Follow-up sessions will no longer be necessary. 


TALKING POINTS 


-- The MOSS talks in this sector are now in a follow-up stage 
and are generally proceeding smoothly. 


-- We appreciate the many contributions by the Ministry of 
Health and Welfare over the past two years. Thanks to MHW's hard 
work and effort, we have been able to make great strides in this 
sector. 


-- We look forward to productive discussions at the second round 
of follow-up talks scheduled for later this week. 


BACKGROUND 


The most recent round of MOSS talks in this sector took place in J~ 
August 1986 -- the seventh plenary session and first follow-up ©& 


meeting. 


‘Wie 


The talks involved a complete and detailed review of progress in 
implementing the market-opening measures that had been agreed a 
upon during the first year of negotiations and recorded in a — 
joint report issued in January 1986. Several questions involving 
clarification of the agreed measures were discussed and settled. 
amicably during the meeting. Both sides agreed that progress is 
generally on schedule and proceeding smoothly. | 


The two sides also made important progress toward resolution of: »» 


the single outstanding, unresolved issue from the first phase of © 
the negotiations -~- vitamin regulations and tariffs. In addi- 

tion, the United States and Japan discussed three follow-up 
issues not identified in the joint report -- statistical report- * 


ing by the Ministry of Health and Welfare (MHW) on the implemen-. a 
tation of the MOSS agreements; creation of a master file system=;—~ 


Similar to one used in the United States to cross-reference ae 
information on product applications; and the possibility of 5 
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statistical report on the disposition of cases handled since the 
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agreements and to study the possibility of employing a master 
file systemeto peecess applicationts Por IudMital Pevizes and 
pharmaceuti@afgs3. Tie *peoblemef watent “erm rest ration was not 
as cleanly RegoByed *sPnge .tife Srigfany, resronsibiddéyeéor the 
issue in Japan lies not with MHW but with the Patent Office at 
MITI (MHW is the lead agency in these MOSS talks; MITI has not 
been involved). The USG and the GOJ agreed to turn the issue 
over to patent office channels and to follow closely progress 
that is made. | 


The second round of follow-up meetings is scheduled for Thursday 
and Friday, March 5-6. The orientation of the meetings will be 
generally similar to the first follow-up talks last August: re- 
viewing closely GOJ implementation of the MOSS agreements. While 
there are some loose ends to wrap up, there are no major, conten- 
tious issues on the table. If the talks go well (as expected), 
the USG believes regularly scheduled follow-up sessions will no 
longer be necessary. Day-to-day follow-up on the MOSS agreements 
Can continue through our embassies, 
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Transportation Machinery MOSS 


The close, traditional relationships between Japanese vehicle 
manufacturers and their suppliers inhibit U.S. automotive parts companies 
from becoming suppliers of original equipment to Japanese motor vehicle 
manufacturers in Japan, the United States and third countries. In 
addition, the U.S. parts industry is impeded in supplying the replacement 
parts market for Japanese vehicles. In an attempt to remedy this 
Situation, USG and GOJ agreed to include the automotive parts Sector as 
the major component of the Transportation Machinery MOSS talks. 


TALKING POINTS 


O 


The first meetings of ‘the Transportation Machinery MOSS 
Negotiations were held in August 1986 with subsequent meetings 
held in October, December and late February. We made good 
progress during the meetings Jast week on our various 
proposals, and hope to reach some concrete agreements soon. 

In the final analysis, we need increased sales to Japanese 
auto Makers and more long term business relationships between 
U.S. and Japanese companies to determine our efforts have been 
successful. 


The United States has five objectives in the automotive parts 
sector of the MOSS talks: (1) eliminate barriers which 
restrict access to Japanese OF manufacturers worldwide; 

(2) ensure full access to the aftermarket for Japanese 
vehicles worldwide; (3) eliminate Japanese governmental 
barriers and regulations which impede the access of U.S parts 
manufacturers; (4) agreement by the Japanese Government and 
automotive industry to participate in promotional events; and 
(5) establish a system to monitor the level of sales. 


U.S. parts suppliers are competitive in a large number of 
categories of components and accessories. U.S. parts 
suppliers' improvements in quality and reliability, and their 
increased price competitiveness in the wake of the 
appreciation of the yen, should lead to much greater 
opportunities in the Japanese market than currently exist. 

i auto patet’s’ sales fo glapanese yehithe gmagufacturers should 
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0 eo Weeseek epportunities for USP adtg parts FSifpahigs to form 
© Se§gtichsMings in slapan and at the mew Japamesce aatomotive 
8 mmapyhactyring, 52g! ties* in the SUrfited Sthseas BeIch will allow 
** them “to Supply the huge and fast growing market for Japanese 


vehicles in Japan, the United States and third countries. 


BACKGROUND 


The large Japanese vehicle parts market offers significant potential for 
increased U.S sales worldwide. Because the parts market for 
Japanese-brand vehicles is the segment of the world auto parts market 
expected to expand most rapidly in the future, access to this market is 
crucial for the health of the U.S. industry. However, sales can be 
increased only if significant barriers to U.S companies are eliminated. 
These barriers keep U.S. parts suppliers from enjoying access equal to 
that of their Japanese counterparts. 


The Government of Japan. (GOJ) has argued that equal opportunities exist 
for U.S. auto parts companies. GOJ stated that U.S. auto parts companies 
do not sell much to Japanese vehicle manufacturers because U.S. companies 
are Not competitive. As evidence of U.S. uncompetitiveness, GOJ points 
to: (1) foreign outsourcing by General Motors, Ford and Chrysler; (2) the 
adoption of Japanese business practices by U.S. vehicle companies; and 
(3) the comparative repair records of U.S. and Japanese vehicles as 
reported in Consumer Reports. 


In the first three meetings, the United States and Japan developed and 
implemented a specific work plan through which both sides can raise 
problems faced by their respective industries. In addition, MITI 
committed to supporting certain U.S. trade promotion activities. At the 
December meeting, MITI provided the USG with a list of Japanese vehicle 
companies' purchasing department contacts both in the United States and 
Japan. USG and GOJ discussions over a monitoring system to measure Sales 
are continuing. Agreement on access to the aftermarket for Japanese 
vehicles and the Japanese shaken (safety inspection system) has not been 
reached. 


While we have made a constructive start toward resolving problems facing 
the U.S. automotive parts industry, we must remember that we are dealing 
with a deeply entrenched system of private business relationships. Our 
hope for success lies in persuading the Japanese Government and the 
Japanese auto industry to broaden their purchasing practices so that they 
are based solely on economic criteria. 


ee ee8 @ e. O68 eo ee 6 8@ 606 ® eee eo 
e @ oe ® eo ¢@ »® e oe °® 6 8 ee .6.°86068 
e 6 ee 6 ee 6 ® ® eee ® e eo @ @® 
e @® e 6$¢ e °@ @ eo 8 ®@ eo 23: ®8 eo e@ 6 
eo eee 8 ©0080 8s &8@ ee @ ® & eee ee 


5 


onnner a tens 


a aa ppt oe tah 





DEPARTMENT OF STATE Ce % 
CONFIDENTIAL SRIEFING PAPER | OS m6) ; 
SS 
JAPAN: INTERNAL POLITICS \ 
; ee eee @ . e ee ee 8© @0@0@ 8@© 86¢0¢@ 68 
The Leberal Demecratiec Party's (LDP )§ pvetwhelmgn$ victory 
in the Ju$ye1386 fdeulsle" eclections €or ¢he epmer ane lower 
houses of *the*Bfet "served td iifdertore the Somihant fact of 
Japanese politics: the LDP's uninterrupted reign as Japan's 
governing party since its formation in 1955. During that time 
the LDP has led a growing consensus supporting Japan's postwar 
policy of close association with the United States and the 
West. Only the Japan Socialist Party (JSP) and the Japan 
Communist Party (JCP) now oppose that policy. 


In the July elections, the LDP won 49.4% of the popular 
vote and 304 of the 512 Lower House seats. In the less 
powerful Upper House, the LDP now controls 143 of the 252 
seats. All other political parties lost seats in the Lower 
House except for the JCP, which remained even at 27, and the 
tiny United Social Democratic Party, which gained a seat and 
now has 4. The leftist JSP, the largest opposition party, fell 
from 111 to 86 seats. ‘The centrist Clean Government Party 
(Komeito) dropped from 59 to 57. The Democratic Socialist 
Party fell from 37 to 26, and the New Liberal Club (NLC) 
dropped from 8 to 6. The NLC subsequently disbanded itself, 
and 5 of its 6 Lower House members rejoined the LDP. 


There was no real central issue in the elections. The 
opposition had focused much of its attack on Nakasone's strong 
leadership style, a tactic which obviously backfired as the 
results were widely interpreted also as a tribute to the Prime 
Minister's leadership. Nakasone's strengthened position 
enabled him to have the LDP extend his term as party president 
(which automatically confers the prime ministership) for one 
year, through October 1987. That extension was endorsed by the 
three principal rivals to succeed Nakasone, new leaders 
Shintaro Abe, Noboru Takeshita and Kiichi Miyazawa. By so 
doing, they tacitly acknowledged Nakasone's strength and at the 
same time sought to convey the signal that they would determine 
the course of post-election politics in Japan. Abe and 
Miyazawa subsequently became leaders of their own factions, Abe 
formally taking over the Fukuda faction, and Miyazawa taking 
over the Suzuki faction. 


On July 22, Nakasone was formally reelected Prime Minister 
in a Special Session of the Diet. He subsequently moved Abe 
and Takeshita from their respective Ministries of Foreign 
Affairs and Finance to top LDP positions and Miyazawa from his 
position as LDP Executive Council Chairman to the Finance 
Ministry. Other key members of his new cabinet include Tadashi 
Kuranari aS Foreign Minister, Hajime Tamura as MITI Minister 
and YukeeKesehara aseDesbenseeAgencypecbiractar General. 
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By making eTakésifi ta LIP gseqretary Seherall Gad Abe Chairman 
of the Execwteve Gowneil Nalsasore keeps his JdeBgjn$, botential 
successor°%on ffs ean *and? dives both a good opportunity to. 
build intra-party strength. As Finance Minister, Miyazawa can 
also keep his Prime Ministerial ambitions alive. Nakasone's 
selection of Kuranari (the leading economic expert in his own 
faction) as Foreign Minister and Tamura (knowledgeable in the 
construction and public works field but with little experience 
in trade matters or industrial policy) as MITI Minister signals 
the Prime Minister's determination to play the lead role in 
shaping Japan's trade and foreign policy during his remaining 
time in office. His selection of the effective Kurjihara as 
JDA Director General for the second time in his administration 
is unprecedented, and reflects Nakasone's intention to maintain 
progress on defense. : 


In general, the election results, Nakasone's extension in 
office and makeup of the new Cabinet are extremely positive 
developments and should bring benefits on issues of specific 
interest to us. However, it is important to bear in mind that 
Japanese politics is a consensus system in which Nakasone can 
lead but not command and that individual politicians, buoyed by 
their own electoral success, will continue to resist change 
affecting the special interests that brought them to office. 
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ESSENTIAL FACTORS 


Japan regards reprocessing of spent fuel from its nuclear 
power reactors and the use of the separated plutonium for 
peaceful energy production as important elements in its future 
energy plans. The existing U.S.-Japan agreement for peaceful 
nuclear cooperation gives the U.S. a consent right over 
reprocessing Of U.S.-origin nuclear material. U.S. policy has 
been to grant such consent only on a case-by-case basis and for 
very limited periods of time and quantities of material. The 
uncertainty engendered by this approach has created 
difficulties for Japan in planning for its long-term energy 
needs and investments. 


In an effort to provide the Japanese with a more 
predictable basis for their planning, and consistent with a 
policy of making the U.S. a more reliable nuclear partner, the 
President decided in 1982 to offer Japan advance, long-term 
consent for the reprocessing, alteration and storage of 
U.S.-origin nuclear material, but only where the reprocessing 
and subsequent use of the recovered material occurs in 
facilities and within a program that meet and continue to meet 
the criteria set out in U.S. law, including those relating to 
safeguards and physical protection... The U.S. made its offer 
in the context of a new or amended agreement for cooperation 
incorporating the more stringent non-proliferation provisions 
called for by the U.S. Nuclear Non~Proliferation Act (NNPA) of 
1978. 


On January 17 in Tokyo a U.S. negotiating team led by 
Ambassador Kennedy reached ad referendum agreement with 
Japanese negotiators on the text of a new agreement for 
cooperation, including an implementing agreement containing 
advance, long-term consent provisions. The proposed new 
agreement satisfies all requirements of the NNPA. Executive 
branch agencies and the Nuclear Regulatory Commission are 
currently reviewing the text. Once this process is completed, 
the proposed agreement will be sent to the President with a 
recommendation that he approve it, authorize its signature, and 
make the requisite statutory determinations. It must then be 
submitted for’ review to both houses of Congress, where it must 
lie for 90 days of continuous session before it may enter into 
force. The Government of Japan is Feeney taking a xO 
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-- I am very pleased that U.S. and Japanese negotiators have 
reached ad referendum agreement on the text of a new agreement 
for peaceful nuclear cooperation. | 


-- The text has been circulated to U.S. executive branch 
agencies and the Nuclear Regulatory Commission for Review. 


-~- When it enters into force the new agreement will establish 
a sound and stable basis for peaceful nuclear cooperation 
between our two countries based on our shared non-proliferation 
objectives. 
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ESSENTIAL FACTORS 


Aviation relations with Japan are divided into two 
categories: (1) "doing business" issues and (2) revision of 
the basic agreement. On doing business issues we are awaiting 
Japanese implementation of measures they agreed to take in June 
1986. DAS(TRA) Jeffrey Shane visited Japan on 12 January to 
evalulate progress on cargo-handling and customs procedure 
problems. That meeting went well. However, subsequent 
meetings between the GOJ and U.S. cargo interests have raised 
doubts about the Japanese proposals. Furthermore, two letters 
Since then to Shane from Deputy Director-General Nagashima of 
the Ministry of Finance's Customs and Tariffs Bureau 
demonstrate that the’GOJ is very concerned about the proposed 
changes. | 


Since the fall of 1986, two sessions have been held with 
Japan to begin negotiating a revision of the basic aviation 
agreement. These negotiations are complex. The Japanese want 
a "balanced" agreement to correct what they perceive to be an 
agreement which now favors the U.S. We want expanded 
Opportunities for U.S. carriers. In the first two rounds, the 
Japanese presented proposals that would introduce substantial 
regulation into a relationship that had allowed considerable 
operating flexibility for incumbent carriers. The Japanese 
proposals are similar to those presented when revision was last 
discussed in 1984, despite fundamental changes such as two new 
carriers operating on each side by mid-1987, a third new 
carrier scheduled to enter from the U.S., and a third Japanese 
Carrier that wants to enter the market. The next round of 
talks will be held February 26 - March 3 in Tokyo. At the 
round, the U.S. will present our counterproposal to the 
Japanese. The new U.S. proposal differs in certain fundamental 
ways from our last proposal in 1984, and reflects movement 
Coward the Japanese position in some areas. We will propose an 
"open skies" policy on the Hawaii-Japan route, where the 
Japanese made their most liberal proposals because of their 
great interest in expanding opportunities for their airlines 
there, and open beyond rights -- with the exception of East 
Coast-Miami -- for the Japanese. Our proposal for limiting the 
number of airlines designated has been revised somewhat in 
response to the Japanese proposal. Nevertheless, the gap 
between our new proposal and the last Japanese one remains - 
wide, and several more rounds, of negotgations are expected. 
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CONTINGENCY TALKING POINTS 


-~ We believe that the current revision talks represent an 
opportunity to put in place an agreement that fully reflects 
the maturity of both that market and the airlines that operate 
in it. It should provide an environment in which services will 
be offered that maximize benefit to consumers in both our 
countries. 


-~ We urge careful consideration of the new U.S. proposals 
that were presented to you in the recent round of negotiations. 


-- "boing business" issues are a continuing concern. We 
are hopeful that changes can be worked out that, when 
implemented by the Japanese government, will resolve many of 
the difficulties our'carriers have encountered. 
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ESSENTIAL FACTORS 


Japanese implementation of the GATT Government Procurement Code has 
improved since the adoption of an Action Plan in July 1986. 
Specifically, fewer tender notices have short bid deadlines, 
delivery times have increased, and the number of procurements 
solicited uncompetitively from a single supplier (single tendering) 
has dropped. 


Although the Japanese are less likely to use Single tendering than 
in the past, their rate is still too high (273). The U.S. 
delegation should encourage their counterparts to continue pressing 
Japanese procurement agencies to increase the use of competitive 
bidding. : 

During the first phase of Code renegotiations (completed in November 
1986), Japanese concessions were significant, including their 
agreement to publish winning bids and broaden the Code to include 
government leased equipment. With access to information on 
successful tenders, U.S. companies will be better able to win 
contracts in the future. Japanese agreement to cover leasing may 
contribute to U.S. companies' ability to penetrate the Japanese 
Supercomputer market over the long term. While this may not be 
useful in our current supercomputer dispute, expanding code coverage 
to leasing with Japanese concurrence was a considerable achievement. 


Current negotiations are aimed at expanding Code coverage to include 
purchases by transportation, telecommunications and heavy electrical 
equipment entities and service contracts. During these negotiations 
we should encourage the Japanese to continue to play an active and 
constructive role. 


The bilateral NTT Agreement, which supplements the Government 
Procurement Code, was recently extended without modification through 
December 1989. NTT's privatization in April 1985 had called into 
question whether the agreement could be applied to a "Orivatce” 

firm. The Japanese Government, after reviewing the legal issues 
involved, decided that renewal was possible. 


The agreement is functioning smoothly, although NTT procurement from 
the United States remained relatively flat in 1986 in yen terms 
(32.1 billion yen in JFY 1985 vs. a projected 37.1 billion yen in 
JFY 1986). The large increase in dollar terms ($134.6 million in 
JFY 1985 vs. a projected $198.8 million in JPY 91986) jis largely 
attributabjee te°¢ne chgngesth Eh& BxSnshigeeraters ee 

& @ & 


ODA TRY Baie. M \)4 \a9 
i ‘ C} 7 ae 





/ 
LRN ¢ inh orm ehkadd 
( } GeLec?i= Non-Responsive iio 


FORA exomations, 





)} CLASSIFY as a Fi 
; ) 


ae! por cari mye ric 
ree MAC IONS | r ' ( 


a 


The functionen ® tle a sreertartt fi ll %e 1 u at$ the NIT annual 
review ctiongng g® te agreeteg: i > 1 we Prog acs oh discussed 
include: reasons for lack of significant increase in procurement 
from U.S. firms; procedures for resale items; purchases by NTT 
subsidiaries (which are not covered by the NTT Agreement or the 
Government Procurement Code); and ways to increase procurement from 
small U.S. firms. 


CONTINGENCY TALKING POINTS 


-- We welcome the overall improvement in Japanese implementation of 
the Government Procurement Code. While we are pleased with the drop 
in the use of single tendering, the rate is still too high. We 
encourage you to continue pressing procurement agencies to cut costs 
and buy on a competitive basis. 


-- We were pleased with the active and useful participation of the 
Japanese delegation and Japanese chairman to the Government: 
Procurement Code Committee. By supporting each other we were able 
to complete successfully the first phase of Code renegotiations. 


-~ We hope that we can count on your delegation's continued support 
during the next, more important phase of negotiations as we try to 
broaden the coverage of the Code disciplines. 


-- We are pleased that the NTT Agreement was recently extended for 
three years. 


-- The agreement has created opportunities that would not otherwise 
have existed for U.S. firms. 


-~~ The lack of increase in purchases in yen terms from U.S. firms, 
however, has been disappointing. We hope that purchases from U.S. 
firms will increase over the next year. 
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DIGITAL AUDIO RECORDING DEVICES 


ESSENTIAL FACTORS 


In October 1986, the EPC endorsed a technological solution to the 
problem of unauthorized copying of recordings in a digital 


format. Japanese manufacturers of digital audio recording 
machines plan to begin selling machines in Japan in April and in 
the U.S. market in time for the Christmas season. Previous 


efforts to persuade Japanese manufacturers to take measures to 
prevent copying in a digital format were met with flat refusals. 


The Administration's competitiveness legislation includes a bill 
which sets a standard for all digital recording devices imported, 
manufactured, distributed or sold in:the United States. The bill 
requires that all machines have a copy-code scanner that will 
pick up .signals from a tape or other recording medium that is 
being protected from authorized copying. If a copyright owner 
does not want to protect his recording from reproduction, he 
Simply does not encode the tape. Producers of tapes can sell 
both encoded and unencoded recordings. 


This bill: covers only new machines. It does not affect machines 
currently on the market or future machines that do not operate in 
a digital format. Although this bill is limited to digital 
recording, this technology can be incorporated into different 
types of recording media including video taping. Consequently it 
could affect commerce in some products other than tape recorders 
which incorporate DAT recorders. 


The bill also prohibits the importation, manufacture, assembly, 
distribution or sale of devices, products or services which can 
be used to bypass, remove or deactivate a copy-code scanner. 


Copyright owners, manufacturers, importers, etc. and the Department 
Justice can sue for injunctive relief. Justice can also sue for 
criminal penalties (2 years imprisonment) or substantial fines. 


Bills on behalf of the recording industry have been introduced in 
both the House and the Senate. These bills take the same tech- 
nological approach to the digital copying as the Administration 
proposal. 


After the announcement of the Administration's proposed bill, 
MITI announced administrative guidance addressing the problem of 
copying on digital audio recording machines. We have received 
differing reports from Washington representatives of Japanese 
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firms on the standard. MITI has offered to send representatives 
to the U.S. to explain their rules. We have accepted the offer 
and expect the meeting to take place the first two weeks of 
March. | | 

One report indicates that the Japanese standard places a "flag 
code" on a protected recording. When the machine picks up the 
code, the machine stops recording. Digital machines will be able 
to make good quality analog reproductions of digital recordings 
but will not make "perfect" digital copies. In addition, differences 
in recording frequencies will make it impossible to record from 
compact discs without use of a "converter." Other reports on the 
Japanese standard differ on how the standard works and whether 
the standard prevents only digital to digital recording. 


The Japanese proposal does not address manufacture or assembly of 
digital audio recording machines in third countries such as Korea 
or manufacture or assembly in the United States by firms such as 
Gold Star. | 
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LALKING POINTS 


-- I understand MITI has issued rules which would address 
concern about DAT machines being used to make unauthorized 
copies of copyrighted works in a digital format. | 


~- We have received differing reports on the nature of these 
industry standards and have requested clarification from 
MITI on the administrative guidance given Japanese industry 
and the standards that will be adopted. 


-- Just last week MITI has offered to send a delegation to 
Washington to explain the regulations. We have accepted 
this gracious offer and look forward to a meeting during the 
first two weeks of March. 


~~ The U.S. believes a comprehensive solution to the problem 
of unauthorized copying of recordings in digital format is 
necessary and we plan to regulate all sources of digital 
audio recording devices both domestic and foreign. We think 
the best way to attain these goals is through legislation 
such as the bill the Adminstration has introduced. 


MACHINE TOOLS 


ESSENTIAL FACTORS 


In mid December the U.S. signed VRAs on machine tools with 
Japan and Taiwan. These VRAs were the result of the 
President's decision on May 20 on the Section 232 machine tool 
case initiated in 1983 by the U.S. industry. The President 
decided not to impose import quotas under Section 232 but to 
seek VRAs with four major suppliers. The President also 
instituted a domestic action plan to assist our industry. 

After signing the VRAs with Japan and Taiwan, we informed the 
FRG, Switzerland and seven other suppliers that the U.S. was 
prepared to restrain machine tool imports if necessary. 


The agreement with Japan calls for Japan to roll back its 
share of the U.S. market for numerically controlled lathes, 
machining centers, and numerically controlled punching and 
shearing machines. Japan agreed to cut to 1985 levels its 
share of the market for milling machines, conventional lathes 
and conventional punching and shearing machines. The Commerce 
Department estimates that these reductions will reduce Japanese 
sales by about $800 million over five years, thereby helping to 
boost capacity utilization in the U.S. industry. 


The first bilateral implementation meeting with Japan was 
held February 17-19. The two sides agreed on a common data 
base. The U.S. team outlined specific data needs. Japan 
expressed interest in our efforts to avoid surges from other 
machine tool suppliers. 


CONTINGENCY TALKING POINTS 


O We regard the state of the machine tool industry as 
critical to the vital interests of the U.S. and we 
appreciate Japan's willingness to enter into a VRA. 


re) We will monitor imports from all potential suppliers to 
ensure that the objective of the VRA, revitalization of 
the U.S. industry, will not be undermined. 


O We concur with the Japanese view that the U.S./Japan 
machine tool arrangement is consistent with GATT and does 
not violate the standstill and rollback provisions of the 
Uruguay Round ministerial declaration. 


O The first bilateral consultation under the VRA was very 
useful. We hope that Japan will be able to provide the 
data required to monitor exports in a timely manner. We 
will provide the GOJ full details on the U.S. domestic 
action plan and progress in the U.S. industry. 
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The Yen/Dollar Talks: Progress to Date and Current Issues 


The yen/dollar discussions between the Japanese Ministry of 
Finance (MOF) and Treasury began in early 1984. Treasury was 
concerned that Japan’s underdeveloped and highly regulated capital 
and financial markets were preventing the yen/dollar exchange rate 
from reflecting fully the underlying strength of the Japanese 
economy. 


Treasury sought progress in three areas: internationalization 
of the yen, initially through the development of an open Euroyen 
market; improvement in the access to the Japanese market for 
foreign financial institutions; and liberalization and 
deregulation of the domestic financial and capital markets, 
especially development of a deep, liquid domestic money market in 
Japan. Agreement was reached in May 1984 on a series of specific 
steps in these areas and on a process for follow-up discussions. 
All of these steps have been implemented on time or ahead of 
schedule, and we continue,to meet on a roughly semi-annual basis 
to discuss these issues. 


Yen Internationalization 


While the yen’s internationalization depends on the degree of 
liberalization of Japan's domestic financial and capital markets, 
and the extent to which Japan’s markets are integrated with the 
other major financial centers, the development of an open Euroyen 
market was viewed by Treasury as an important of part of the yen’s 
internationalization, at least in its initial stages. Development 
of the Euroyen market would also contribute to domestic 
liberalization, as Japanese borrowers began to take advantage of 
the financial, legal, and tax practices followed in the Euroyen 
market. 


For these reasons, considerable emphasis in the yen/dollar 
discussions was placed on development of an open Euroyen market, 
and perhaps the greatest progress achieved in the talks has been 
in this area. 


-- Since the opening of the Euroyen bond market to private 
corporations and state and local governments, effective 
December 1], 1984, that market has grown from yen 257 
billion ($1 billion equivalent) in 1984 to yen 2,738 
billion (more than $16 billion equivalent) in the first 
eleven months of 1986. 


-~ There has been no guidance, restrictions or requirements 
on lead managers, co-lead managers, or on the composition 
of the underwriting or selling groups of Euroyen bond 
issues, and U.S. firms have entered this business. 


-- In April 1985, MOF eliminated the withholding tax on 
resident’s bond issues held by non-residents, conforming 
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to the general Euromarket practice, and paving the way for 
use of the Euroyen bond market by Japanese corporations. 


-- In April 1985 MOF also relaxed the Euroyen bond issue 
Criteria for non-residents so as to enable corporations 
with a credit rating of "AA" and a reasonable portion of 
the corporations rated "A" to issue. 


-~ In April 1986 the qualification standards for foreign 
borrowers were again relaxed, permitting firms with a 
rating of "A" or better to issue in the Euroyen bond 
market. 


-- Also in April 1986, the 180-day reflow restriction, which 
prevented Euroyen bonds from being resold in Japan prior 
to 180 days after the date of their issuance, was reduced 
to 90 days. 


~- In June of 1986, foreign banks were permitted to issue 
Euroyen bonds, so,long as they did not use the proceeds in 


Japan. : 


-- On December 1, 1984, MOF authorized banks to issue from 
their offices outside of Japan negotiable Euroyen CDs with 
a maturity of up to six months, though sales to Japanese 
residents continued to be prohibited. This maximum 
maturity was expanded to one year in April 1986. 


-- MOF has provided no guidance over Euroyen lending to 
non-residents by non-Japanese banks. Moreover, since June 
1, 1984, banks have been free to extend Euroyen loans with 
a maturity of one year or less to Japanese residents. 


The Treasury Department continues to urge the Ministry of 
Finance to remove remaining restrictions in the Euroyen market: 
all restrictions and regulations on access, guidance on the type 
of instruments issued by different borrowers, and limits on 
maturity. | 


Access of Foreign Institutions to Japanese Markets 


Progress has also been made in the yen/dollar talks in 
gaining access by foreign financial institutions to the Japanese 
market. 


—-- Foreign firms (four U.S.-owned) purchased six of the ten 
seats on the Tokyo Stock Exchange that were newly created 
in February 1986. 


—~- In June 1985, nine foreign banks (six U.S.) were licensed 
to do trust banking business in Japan, thereby providing 
them access to the expanding pension fund management 
business in Japan. There are now more foreign than 
Japanese trust banks. 


23. 


-- The processing of applications from foreign banks to deal 
in government securities has been accelerated. Ten U.S. 
banks now hold licenses to deal in the full range of 
government bonds. 


-- In July of this year, foreign securities firms were given 
the option of switching, on a one-time basis, from 
leverage ratios applied to foreign firms to the ratios 
applied to domestic firms. 


--— Also in July of 1986, MOF indicated that it would be 
possible for foreign securities firms to apply for 
establishment of a securities subsidiary in Japan. 
Previously, MOF’s position had been that foreign 
securities firms could enter Japan only as branches. 


-~- Finally, most U.S. firms operating in the financial area 
would probably agree that "transparency" of MOF’s policies 
-~ the degree to which they are clear and readily 
available to all -- has improved in recent years. 


A number of U.S. firms have complaints about the pace of 
liberalization in Japan. They would like to offer in Japan the 
innovative products or services which they provide in other 
financial centers. However, MOF is very cautious in approving new 
products/financial services, and this has resulted in frustration 
on the part of both U.S. and Japanese firms. U.S. firms feel that 
they lose their competitive edge when delays in approval of new 
products give Japanese firms time to copy the products prior to 
the Japanese market starting up. 


Several access problems remain outstanding. In general, 
Treasury would like to see a greater openness of the Japanese 
financial system to foreign firms. This will require further 
efforts on the part of all parties concerned: MOF, the Japanese 
industry, and the foreign financial community. The Tokyo Stock 
Exchange could and should be more open to new members. This is 
important not only as an access issue, but also as it contributes 
to the greater market efficiency and internationalization of 
Japan’s capital markets. 


Japan's government bond allocation system needs fundamental 
review. At present, the shares of five- and 10-year government 
bonds allocated to members of the bond underwriting syndicate are 
fixed. This means that the share underwritten by foreign 
institutions, regardless of their present activity in the bond 
market or future plans for that aspect of their business, is 
effectively frozen at a very small amount. There should be a more 
flexible system, where the strength of demand of the various 
participants is permitted to affect the outcome of the allocation, 
and the Ministry of Finance has a responsibility to see that the 
allocation process is a fair and open one. 
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Domestic Market Liberalization 


Although MOF has met its specific commitments in the area of 
liberalization of the domestic market, much remains to be done 
before that market can be said to be truly liberal. 


interest rates on large-denomination deposits have been 
deregulated in stages until, at present, interest rates on 
time deposits of greater than yen 300 million ($1.9 
million equivalent) are free of administrative control. 
Interest rates on deposits greater than yen 100 million 
($0.6 million) are scheduled to be liberalized effective 
April 1, 1987. 


The minimum domestic CD denomination was reduced in stages 
from yen 500 million ($3.1 million) prior to 1984 to yen 
100 million ($0.6 million) at present. Maturity 
restrictions were relaxed, permitting a minimum maturity 
of one month and a maximum maturity of one year (froma 
three- to six-month range); further extension of the 
maximum maturity to two years is expected in April 1987. 


The limits on the amount of CDs each institution is 
permitted to issue have also been relaxed in recent years. 


A new type of large scale deposit instrument, money market 
certificates (MMCs), was introduced in March 1985. In 
April 1986, the maximum maturity was extended to 12 from 
Six months (the minimum maturity is one month) and, in 
September 1986, the minimum denomination was reduced to 
yen 30 million ($190,000) from yen 50 million ($310,000). 


A yen banker’s acceptance market was introduced in June 
1985, providing another avenue for short—term financing in 
Japan’s money market. 


The removal, in April 1984, of nonprudential limits, 
including restrictions on syndication management, on 
overseas yen lending from Japan, together with the 
elimination of the real demand rule in forward foreign 
exchange transactions, reduced the regulatory burden on 
international financial transactions and has led to a much 
freer atmosphere surrounding such transactions. 


In February 1986 MOF issued the first of its new T-bills, 
a six-month security sold in. discount form. Though the 
characteristics of this new security leave much to be 
desired, previously there had been a conspicuous gap in 
Japan’s money market in the absence of any kind of 
short-term government security. 


A number of these issues, such as those relating to the money 


market, 


relate also to the level of participation of the foreign 


se 


banks in the Japanese financial system, since they rely relatively 
more on short-term financing than do domestic banks. 


While deregulation of interest rates on large-scale deposits 
has proceeded as promised according to the timetable set out in 
the yen/dollar report, subsequent steps, affecting deposits less 
than yen 100 million ($0.6 million), have yet to be specified. 

The liberalization to date has affected less than 20 percent of 
all bank deposits. Furthermore, interest rates on deposits with a 
maturity of less than three months have not been liberalized at 
all, regardless of the denomination. Treasury would like to see a 
clear indication of the future intention of the Japanese 
authorities on deposit interest rate deregulation. 


While, as noted above, some new financial instruments have 
been created, each has at least one major drawback. The 
withholding tax alone on the new six-month T-bill would have been 
sufficient to have ruled out its use by private foreign investors. 
But T-bills are sold in a large (yen 100 million, $0.6 million 
equivalent) minimum denominations, market participants are 
limited, and the amounts and timing of issues are very uncertain. 


There remain relatively large miniumum denominations on CDs 
and MMCs. Interest rates on MMCs are not determined by the 
market, they are linked to a market rate. A stamp tax on bankers’ 
acceptances has contributed to the dismal performance of that 
market since its inception. 


Interest rates in the inter-bank market do not fully reflect 
shifts in demand/supply conditions. (For example, from May 23 to 
July 15, 1986, the bill discount rate remained unchanged at 4.63 
percent.) On occasion, bids from foreign firms are not 
transmitted to the market. Thus, even if they are prepared to pay 
a higher interest rate, they may not be able to obtain funding. 


MOF has legitimate concerns about the implications of 
liberalization for Japan’s financial structure as a whole. 
Nevertheless, Treasury feels the steps taken to date in the way of 
interest rate deregulation are very modest. Many other countries, 
less advanced than Japan, are moving more quickly and with greater 
boldness in deregulating domestic financial markets. 


This agenda and our attitude toward Japanese responsibilities 
in these areas constitute the substance of our follow-up efforts. 
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Background oe 


Fujitsu wants to acquire 82 percent of money-losing Fairchild 
Semiconductor--leaving 18 percent with present owner Schlumberger, 
a French company. 


The proposed purchase has been reviewed by the Committee on 
Foreign Investments in the United States (CFIUS) to determine 
whether the investment has major implications for U.S. national 
interests. CFIUS has no authority of its own to block the merger. 
Among the questions raised during the review were whether the 
transaction will result in: 


-~ loss of advanced technology to the Japanese; 


~- increased U.S. military dependence on a potentially 
unreliable foreign supplier; 


~~ eventual Japanese domination of the ailing U.S. 
semiconductor industry. 


There is not yet a consensus among CFIUS agencies on those 
issues. CFIUS Chairman David Mulford will report this result to 
secretary Baker who will decide the next step, probably considera- 
tion by the EPC, 


Justice is independently reviewing the proposed acquisition 
on antitrust grounds. 


Talking Points (if asked) 


-~- The Committee on Foreign Investment in the United States 
has been looking at whether the proposed Fujitsu acquisition of 
Fairchild Semiconductor has major implications for U.S. national 
interests. This review may well continue in the cabinet-level 
Economic Policy Council. 


-~ The review has been lengthy due to the need for careful 
study of all the facts and technical data. 


-- The Department of Justice is also reviewing the proposed 
acquisition for its antitrust implications. : 


-~- I am not in a position to comment on the timing for 
concluding or the outcome of either review. 
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OPENING REMAPKS 
U.S.-JAPAN SUBCABINET ECONOMIC TALKS 
MARCH 4, 1987 


--Thank you for your welcome, we are pleased to be here. Many 
of us have seen each other individually since the last 
subcabinet meeting in October, and it will be useful to bring 


the details of these various discussions together. 


--The last subcabinet meeting preceded our elections, which 
shifted control of the Semate. This meeting follows the recent 
Paris meeting of six major industrialized countries, coincides 
with Congressional deliberations on a trade bill and comes just 
before Secretary Shultz's visit to Tokyo and other important 


visits this spring. 


~-We find ourselves still confronting an enormous trade deficit 
which keeps the spotlight heavy upon U.S.-Japan economic 
matters. The persistence of this imbalance is a source of 


serious concern in the U.S. 


-~-~In recent months, Americans have often heard the phrase "high 
yen". We are aware of the effects of yen appreciation on the 


Japanese economy, especially its export sector. 


--We are hopeful that since the Paris meeting, stable currency 
markets, increased trade, and sustained non-inflationary growth 
will prevail. We look forward to the measures we understand 
Japan will take to improve the prospects for domestic-led 
growth. Our discussions in the structural dialogue have 
identified additional factors which can also positively affect 


domestic growth. 


~-Since we last met, the Administration has proposed a bill 
which, if enacted, will help enhance the competitiveness of the 
U.S. The bill contains important non-protectionist 


improvements to U.S. trade laws. 


--The President's opposition to protectionism, and his 
commitment to trade-expansive remedies to trade frictions 


remain paramount. 


--As ever, progress made in resolving individual trade issues 
and implementing solutions have real impact in demonstrating to 
Congress our ability to make free and equitable trade work. 
Japan's cooperation is essential to our efforts to preserve 


domestic support for this systen. 


--~Over the last five months, the measures we have agreed on the 
machine tools, and lawyers issues have strengthened the 
administration's hand against protectionism. So will Japan's 
upcoming tax and tariff cuts on forest products, alcoholic 


beverages, vitamins, tobacco and aluminum. 


--The question of foreign participation in the Kansai Airport 
project and other major projects remains a highly visible and 
symbolic issue in the U.S. We hope that the Kansai 
International Airport Company and its prime contractors will 
give careful consideration to the proposals of American 
companies, and we look forward to growing U.S. participation in 
this $6.5 billion project. In the U.S. this issue is seen as 


an important test of Japan's commitment to market opening. 


--We look forward to reviewing this and a number of other trade 


issues in the course of this meeting. 


--In this meeting we should also discuss our respective 
strategies and goals within the Uruguay round. Our mutual 
willingness to put domestic programs on the table are integral 
to its success. In the long run, these talks offer a 
tremendous opportunity to expand trade and stem the growth of 
protectionism worldwide, and to expand trade opportunities and 


global economic growth. 


--We will also want to discuss foreign aid, tied aid credits, 
and aid to the Philippines. In each of these matters, the U.S. 
and Japan are leading actors, with a responsibility to work 
closely together. Especially with regard to the Philippines, 
we must do all we can to restore economic growth to bolster 


Philippine democracy. 


~-Before closing, I would like to underscore the seriousness of 
the calls for protectionist measures in the U.S. Both the 


House and the Senate are considering bills which would restrict 


imports and which would reduce the president's authority in 


trade matters. 


~-We do .not think this approach is productive. Rather we would 
like to see a lessening of our trade imbalance brought about by 
the removal of trade impediments, structural change, and faster 


domestic-led growth in Japan. 
-~We urgently need your help to accomplish these things. 


--Once again, thank you for your welcome to what I hope will be 


a productive subcabinet meeting. 


U.S.-Japan Subcabinet Meeting 
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CLOSING STATEMENT 


-- I think it was very useful to have this series of 
meetings. We face a complex of serious.economic and trade 
problems. . It is important that we share an understanding of 
those problems, their implications, and the need to solve them 


soon. 


-~ The discussion this week has brought home all the more 
Clearly the inter-relationship of our economies and the effect 
of our governments’ policies on one another and on world 


prosperity. 


-~- It appears that economic growth in the OECD area will be 
rather slow this year. While, as we heard yesterday, the IMF, 
OECD and Japanese Government estimates may vary, no one 
disputes that Japanese growth is likely to be sluggish in 


1987. 


-- Mr. Kuroda was eloquent in his explanation of the effects 
of the yen's appreciation on Japanese trade, profits, 


employment and economic growth. 


-- We certainly appreciate the seriousness of these problems, 





-~- In these circumstances, it is very important that the 


economic adjustment underway in Japan proceed without 


impediment, including distorting interference with the effects _ 
of the yen appreciation. -Moreover, it is important that the 
Japanese Government take steps favoring structual ajustment 


and greater domestic-led growth. 


-~- As we have mentioned in our talks, we have resolved a 
number of trade issues in recent months. But we confront 
others, especially semiconductors, supercomputers and the 
Kansai Airport Project. We hope we can rely on yor help in 
resolving these issues and in encouraging imports of 


competitive U.S. energy projects. 


-- We also face bilateral agricultural problems which we need 
to solve. However, agriculture is a global problem which must 
be addressed in the Uruguay Round. We urge that Japan plance 
its agricultural restrictions, including those on rice, on the 
table in Geneva, as it committed itself to do in Punta del 

Este. Failure to do so would threaten the success of the new 
round and raise serious problems for our bilateral trading 


relationship. 


-- Ambassador Smith has presented a pellucid explanation of 
the atmosphere on trade in Washington. There is a serious 


danger of protectionist legislation, which I cannot over 


emphasize. 


-~- We need your help in dealing with this problem. We hope 


Fhat von can take dramatic measures to remove remaining trade 





impediments, to encourage adjustment, and to increase 


domestic-led growth. Our common prosperity, and the world's, 


.. Gepends on it. 


-~ Thank you very much. We certainly appreciate all your 


efforts in preparing and holding this meeting. 


WANG 2056n 


